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SECURITIES  AND  EXCHANGE 
COMMISSION 

[17CFR  Part  241] 

[Release  No.  34-14531;  File  No.  S7-699J 

REGULATION  OF  CLEARING 
AGENCIES 

Proposed  Registration  Standards 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Proposed  Registration  Stan¬ 
dards. 

SUMMARY:  The  Commission  today 
requested  comment  on  revised  stan¬ 
dards  proposed  to  be  applied  by  the 
Commission  in  connection  with  the 
registration  of  clearing  agencies.  The 
revised  proposed  standards  are  de¬ 
signed  to  serve  as  guidelines  for  clear¬ 
ing  agencies  to  follow  in  modifying 
their  organization  and  rules  to  comply 
with  provisions  in  the  Securities  Ex¬ 
change  Act  of  1934  applicable  to  regis¬ 
tration. 

DATES:  Comments  on  or  before  April 
24,  1978. 

ADDRESSES:  Written  comments,  sub¬ 
mitted  in  triplicate,  should  be  ad¬ 
dressed  to  The  Secretary,  Securities 
and  Exchange  Commission,  Washing¬ 
ton,  D.C.  20549,  and  should  refer  to 
File  No.  S7-699. 

FOR  FURTHER  INFORMATION 
CONTACT: 

Harry  Melamed,  Assistant  Director, 
Division  of  Market  Regulation,  Secu¬ 
rities  and  Exchange  Commission, 
500  North  Capitol  Street,  Washing¬ 
ton,  D.C.  20549,  202-755-7987. 

SUPPLEMENTARY  INFORMATION: 
The  Securities  and  Exchange  Commis¬ 
sion  today  requested  comment  on  re¬ 
vised  proposed  standards  that  will  be 
used  to  make  the  determinations  re¬ 
quired  by  Section  17A(b)(3)  of  the  Se¬ 
curities  Exchange  Act  of  1934  (the 
“Act”)  in  connection  with  the  registra¬ 
tion  of  clearing  agencies.  The  Commis¬ 
sion  also  announced  the  issuance  of  an 
order,  pursuant  to  paragraph  (c)  of  17 
CFR  240.17Ab2-l  under  the  Act,  ex¬ 
tending  until  August  31,  1978,  the  ex¬ 
isting  registrations  of  The  Depository 
Trust  Co.,  Bradford  Securities  Process¬ 
ing  Services,  Inc.,  Stock  Clearing  Corp. 
of  Philadelphia,  Boston  Stock  Ex¬ 
change  Clearing  Corp.,  Midwest  Secu¬ 
rities  Trust  Co.,  The  Options  Clearing 
Corp.,  Midwest  Clearing  Corp.,  Pacific 
Securities  Depository  Trust  Co.,  Pacif¬ 
ic  Clearing  Corp.,  New  England  Securi¬ 
ties  Depository  Trust  Co.,  and  Nation¬ 
al  Securities  Clearing  Corp.,  and  an¬ 
nounced  the  extension  of  time  to  that 
date  for  concluding  proceedings,  pur¬ 
suant  to  Sections  17A  and  19  of  the 


Act  and  17  CFR  240.17Ab2-l  thereun¬ 
der,  to  determine  whether  to  grant  or 
deny  registration  when  their  existing 
registrations  expire.  1 

Background 

Section  17A(b)  of  the  Act  makes  it 
unlawful  for  a  clearing  agency  *  to  per¬ 
form  clearing  agency  functions  with 
respect  to  any  security  (other  than  an 
exempted  security)  unless  the  clearing 
agency  is  registered  with  the  Commis¬ 
sion.  Section  17A(b)(3)  of  the  Act  re¬ 
quires  the  Commission,  before  grant¬ 
ing  registration,  to  make  a  number  of 
determinations  with  respect  to  a  clear¬ 
ing  agency’s  organization,  capacity, 
and  rules.*  On  November  3,  1975,  pur¬ 
suant  to  Section  17A(b)  of  the  Act,  the 
Commission  adopted  17  CFR 
240.17Ab2-l  and  related  Form  CA-1 
for  the  registration  of  clearing  agen¬ 
cies.4  Paragraph  (c)(1)  of  17  CFR 
240.17Ab2-l  provides  that,  if  requested 
by  a  registrant,  the  Commission  may 
grant  registration  for  18  months  with¬ 
out  making  all  of  the  determinations 
called  for  by  Section  17A(b)(3).  This 
approach  to  registration  was  intended 
to  permit  clearing  agencies  to  be  regis¬ 
tered  in  compliance  with  the  Act  upon 
a  finding  that  their  operations  were 
safe,  while  affording  the  Commission 
sufficient  time  to  make  the  determina¬ 
tions  called  for  by  Subparagraphs  (A) 
through  (I)  after  fully  considering  the 
issues  involved,  particularly  those  per¬ 
tinent  to  the  establishment  of  a  na¬ 
tional  clearing  and  settlement  system. 

A  number  of  clearing  agencies  were 
granted  interim  registrations  in  accor¬ 
dance  with  paragraph  (c)(1),  and  the 
Commission  by  order  subsequently  ex¬ 
tended  the  registrations.  The  Commis¬ 
sion  also  instituted  proceedings  to  de¬ 
termine  whether  to  make  the  interim 
registrations  permanent.*  On  June  1, 


■The  Commission  today,  by  order,  insti¬ 
tuted  proceedings  to  determine  whether  to 
grant  or  deny  the  registration  of  National 
Securities  Clearing  Corp.  when  its  current 
registration  expires.  That  clearing  agency 
was  organized  after  interim  registration  was 
granted  to  the  other  entities,  and  it  has  not 
before  now  been  made  a  subject  of  such  pro¬ 
ceedings. 

•The  term  “clearing  agency”  is  defined  in 
Section  3(a)(23)  of  the  Act. 

•The  determinations  are  contained  in  sub- 
paragraphs  (A)  through  (I)  of  Section 
17A(b)(3)  of  the  Act  (“Subparagraphs  (Aj¬ 
ar). 

‘Securities  Exchange  Act  Release  No. 
11787  (Novembef  3.  1975),  40  FR  52358  (No¬ 
vember  10, 1975). 

•General  background  information  con¬ 
cerning  the  interim  registrations,  the  exten¬ 
sions  of  the  registrations  and  the  institution 
of  proceedings  in  contained  in  Securities  Ex¬ 
change  Act  Release  No.  13584  (June  1, 
1977),  42  FR  30065  (June  10, 1977)  and  Secu¬ 
rities  Exchange  Act  Release  No.  13664  (June 
23,  1977),  42  FR  33394  (June  30.  1977)  and 
Secur  ties  Exchange  Act  Release  No.  13911 
(August  31, 1977). 


1977,  the  Commission  proposed  stan¬ 
dards  for  measuring  clearing  agencies’ 
organization,  rules  and  procedures 
against  the  required  statutory  deter¬ 
minations.*  Thirteen  lengthy  comment 
letters  were  received,  and  after  care¬ 
fully  reviewing  those  letters,  the  Com¬ 
mission  substantially  revised  its  pro¬ 
posed  standards  and  determined  to  re¬ 
publish  them  for  comment. 

Revised  Proposed  Standards 

The  revised  proposed  standards  are 
intended  to  facilitate  the  establish¬ 
ment  of  a  national  system  for  the 
clearance  and  settlement  of  securities 
transactions  in  accordance  with  the 
objectives  of  Section  17A  of  the  Act. 
The  standards  as  revised  are  now  more 
flexible  and  will  provide  greater  lati¬ 
tude  to  each  clearing  agency  and  the 
Commission  in  accomplishing  the  ob¬ 
jectives. 

The  revised  proposed  standards 
would  be  applied  by  the  Commission 
in  making  the  determinations  required 
by  Subparagraph  (AMI)  in  connection 
with  the  registration  of  clearing  agen¬ 
cies.7 

The  Commission  recognizes  that  the 
determinations  are  similar  in  many  re¬ 
spects  to  those  which  the  Commission 
is  required  to  make  in  connection  with 
the  registration  of  national  securities 
exchanges  and  associations  pursuant 
to  Sections  6(b)  and  15A(b)  of  the  Act. 
These  standards  are  intended,  howev¬ 
er,  to  apply  only  to  the  determinations 
required  by  Section  17A(b)(3)  of  the 
Act  and  are  being  proposed  primarily 
in  light  of  the  purpose  of  Section  17A 
of  the  Act. 

Section  17A  of  the  Act  requires  the 
Commission  to  use  its  authority  under 
the  Act  to  facilitate  the  establishment 
of  a  national  system  for  the  prompt 
and  accurate  clearance  and  settlement 
of  transactions  in  securities  in  accor¬ 
dance  with  the  findings,  and  to  carry 
out  the  objectives  set  forth,  in  Section 
17A.  In  using  its  authority,  the  Com¬ 
mission  is  to  have  due  regard  for  the 
public  interest,  the  protection  of  inves¬ 
tors,  the  safeguarding  of  securities  and 
funds,  and  the  maintenance  of  fair 
competition  among  brokers  and  deal¬ 
ers,  clearing  agencies  and  transfer 
agents. 

Section  17A(b)(3)  of  the  Act  pro¬ 
vides,  in  part,  that  the  Conunission 
shall  not  grant  registration  as  a  clear¬ 
ing  agency  to  an  applicant  unless  the 
Commission  determines  that  (1)  the 
applicant’s  rules  are  designed  to  foster 
cooperation  and  coordination  with 


*  See  Securities  Exchange  Act  Release  No. 
13584.  The  comment  period  expired  on  July 
15,  1977. 

7  The  Subparagraphs  (AMI)  determina¬ 
tions  are  contained  in  Section  17A(bX3)  of 
the  Act. 
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persons  engaged  in  securities  process¬ 
ing  and  to  remove  impediments  to  and 
perfect  the  mechanisms  of  a  national 
system  for  the  clearance  and  settle¬ 
ment  of  securities  transactions  and  (2) 
the  applicant’s  rules  do  not  impose 
any  burden  on  competition  not  neces¬ 
sary  or  appropriate  in  furtherance  of 
the  purposes  of  the  Act. 

At  the  time  of  permanent  registra¬ 
tion,  the  Commission  will  review  the 
rules  of  clearing  agencies  not  only  for 
compliance  with  the  final  standards 
that  will  be  adopted  but  also  to  deter¬ 
mine  whether  the  rules  impose  any 
burden  on  competition  not  necessary 
or  appropriate  in  furtherance  of  the 
purposes  of  the  Act.  Thus,  rules  which 
provide  a  tying  relationship  as  well  as 
any  other  rules  which  burden  competi¬ 
tion  will  be  reviewed  with  a  view  to 
eliminating  those  that  do  not  comport 
with  the  Act.  In  addition,  the  Commis¬ 
sion  will  determine  that  the  rules  of 
clearing  agencies  are  designed  to 
foster  cooperation  among  clearing 
agencies  as  well  as  other  entities  in¬ 
volved  in  securities  processing  with  a 
view  to  the  establishment  of  an  effi¬ 
cient  nationwide  system. 

The  proposed  standards  must  be 
viewed  in  the  context  of  the  Commis¬ 
sion’s  responsibilities,  among  other 
things,  to  facilitate  the  establishment 
of  a  national  market  system  and  a  na¬ 
tional  clearing  system  and  to  use  its 
authority  to  end  the  physical  move¬ 
ment  of  securities  in  connection  with 
settlements  among  broker-dealers.  It  is 
possible  that  accomplishment  of  the 
Commission’s  responsibilities  may  be 
impeded  if  a  dominant  entity  or  enti¬ 
ties  has  an  access  or  other  require¬ 
ment  which  prevents  potential  partici¬ 
pants  from  using  the  entity’s  facilities. 
Some  commenters  suggested  that 
dominant  entities  should  be  subject  to 
different  standards  from  those  applied 
to  other  clearing  agencies.  The  Com¬ 
mission  requests  comments  on  wheth¬ 
er,  and  how,  the  standards  for  a  domi¬ 
nant  entity  or  entities  should  differ 
from  the  standards  applied  to  other 
entities. 

It  should  be  noted  that  while  some 
of  the  revised  proposed  standards  are 
stated  with  particularity,  others  pro¬ 
vide  for  application  by  the  Commis¬ 
sion  on  a  case  by  case  basis.  The  ensu¬ 
ing  description  of  the  Commission’s  re¬ 
vised  proposed  standards  is  organized 
as  follows: 

I.  Participation  Standards. 

II.  Fair  Representation. 

A.  Governance  Procedures. 

B.  Notice  of  Proposed  Rule  Changes. 

C.  Public  Directors. 

III.  Capacity  to  Enforce  Rules,  Disciplin¬ 
ary  Actions  and  Fair  Procedures. 

IV.  Safeguarding  of  Securities  and  Funds 
and  Prompt  and  Accurate  Clearance  and 
Settlement  of  Securities  Transactions. 

A.  Organization. 

B.  Financial  Reports. 

C.  Internal  Accounting  Control  Reports. 


D.  Securities,  Funds  and  Data  Controls. 

V.  Obligations  to  Participants. 

A.  Clearing  Funds. 

B.  Standard  of  Care. 

VI.  Participant  Charges. 

VII.  Equitable  Allocation  of  Reasonable 
Dues,  Fees  and  Other  Clearing  Agency 
Charges. 

VIII.  The  National  System. 

IX.  Other  Matters. 

I.  Participation  Standards 

Section  17A(b)(3)(B)  of  the  Act 
states  that  a  clearing  agency  shall  not 
be  registered  unless  the  Commission 
determines  that 

•  •  •  the  rules  of  the  clearing  agency  pro¬ 
vide  that  any  (i)  registered  broker  or  dealer, 
(ii)  other  registered  clearing  agency,  (iii) 
registered  investment  company  (iv)  bank, 
(v)  insurance  company,  or  (vi)  other  person 
or  class  of  persons  as  the  Commission,  by 
rule,  may  from  time  to  time  designate  as  ap¬ 
propriate  to  the  development  of  a  national 
system  for  the  prompt  and  accurate  clear¬ 
ance  and  settlement  of  securities  transac¬ 
tions  may  become  a  participant  in  such 
clearing  agency. 

This  requirement  is  modified  by  Sec¬ 
tion  17A(b)(4)(B)  of  the  Act  which 
provides  that  a  registered  clearing 
agency  may  deny  or  condition  the  par¬ 
ticipation  of  any  person  who  does  not 
meet  the  standards  of  financial  re¬ 
sponsibility,  operational  capability,  ex¬ 
perience  and  competence  prescribed 
by  the  rules  of  the  clearing  agency.  • 

A  registered  clearing  agency  is  em¬ 
powered  to  examine  and  verify  the 
qualifications  of  an  applicant  in  accor¬ 
dance  with  procedures  established  by 
the  rules  of  the  clearing  agency.  This 
authority,  however,  must  be  viewed  in 
the  context  of  Section  17A(b)(3)(F)  of 
the  Act  which  provides,  among  other 
things,  that  the  rules  of  a  clearing 
agency  may  not  be  “designed  to 
permit  unfair  discrimination  in  the  ad¬ 
mission  of  participants  or  among  par¬ 
ticipants  in  the  use  of  the  clearing 
agency  •  •  and  Section  17A(b)(3)(I) 
of  the  Act  which  provides  that  the 
rules  of  a  clearing  agency  may  not 
impose  any  burden  on  competition  not 
necessary  or  appropriate  in  further¬ 
ance  of  the  purposes  of  the  Act. 

Together  the  Act’s  provisions  appear 
to  permit  discriminations  in  admission 
to,  or  the  use  of,  a  clearing  agency 
based  on  standards  of  financial  re¬ 
sponsibility,  operational  capability,  ex¬ 
perience  and  competence  provided 
that  the  Commission  finds  the  rules 
embodying  the  discriminations  to  be 
in  the  public  interest  and  consistent 
with  the  other  requirements  of  the 
Act  applicable  to  registered  clearing 


•The  Section  17A(b)(3)(B)  requirement  is 
also  modified  by  Section  17A(b)(4)(A)  of  the 
Act  which  provides  that  a  registered  clear¬ 
ing  agency  may,  and  in  cases  in  which  the 
Commission,  by  order,  directs  as  appropri¬ 
ate  in  the  public  interest  shall,  deny  partici¬ 
pation  to  any  person  subject  to  a  statutory 
disqualification. 


agencies,  including  the  establishment 
of  a  national  system.  And  provided. 
That  the  rules  of  a  clearing  agency 
not  impose  any  burden  on  competition 
not  necessary  or  appropriate  in  fur¬ 
therance  of  the  purposes  of  the  Act.  • 

The  Commission  believes  that  the 
rules  of  a  clearing  agency  should  (i) 
provide  the  statutory  categories  of 
participants  access  to  the  clearing 
agency  and  its  services  on  a  basis 
which  does  not  discriminate  unreason¬ 
ably  or  unfairly,  (ii)  protect  the  clear¬ 
ing  agency’s  financial  and  operational 
intergrity  and  (iii)  carry  out  the  pur¬ 
poses  of  Section  17A  of  the  Act,  in¬ 
cluding  facilitating  the  establishment 
of  a  national  system. 

In  Securities  Exchange  Act  Release 
No.  13584  (hereinafter  referred  to  as 
the  “Release”)  in  which  the  Commis¬ 
sion  announced  its  proposed  stan¬ 
dards,  the  Commission  requested  com¬ 
ments  on  whether  clearing  agency 
rules  must  limit  the  standards  for  par¬ 
ticipation  by  the  statutory  categories 
of  participants 10  to  the  statutory  and 
regulatory  standards  which  qualify  en¬ 
tities  for  those  categories  or  whether 
clearing  agencies  may  set  higher  or 
different  standards.  For  example,  may 
a  clearing  agency  impose  a  higher  net 
capital  standard  for  broker-dealer  par¬ 
ticipants  or  a  higher  reserve  require¬ 
ment  for  bank  or  insurance  company 
participants  than  imposed  by  their  re¬ 
spective  regulatory  authorities?  In  the 
Release,  the  Commission  stated  that  it 
was  “inclined  to  the  view  that  clearing 
agencies  may  not  impose  participation 
standards  conflicting  with  those  pro¬ 
vided  by  the  regulatory  structures  de¬ 
fining  the  statutory  participant  cate¬ 
gories  but  rather  must  assure  clearing 
agency  financial  and  operational  inter¬ 
grity  through  clearing  agency  proce¬ 
dures  and  internal  safeguards.”  The 
Commission  requested  comment  on 
any  adverse  impact  which  that  ap¬ 
proach  might  have  on  the  safety  of 
clearing  agency  operations. 11 

A  number  of  commenters  indicated 
that  the  minimum  qualifications  nec¬ 
essary  for  the  statutory  participant 
categories  should  be  adequate  for  par¬ 
ticipation  in  a  registered  clearing 
agency.  One  commenter  agreed  with 
the  Commission  that  registered  clear¬ 
ing  agencies  need  not  impose  partici¬ 
pation  standards  conflicting  with 
those  provided  by  the  regulatory 
structures  defining  the  statutory  par¬ 
ticipant  categories  and  must  assure 


•Sections  19(b),  17A(a)<2)  and  17A(bX3) 
(A),  (F)  and  (I)  of  the  Act. 

"The  statutory  categories  of  participants 
are  set  forth  in  Section  17A(bX3)(B)  of  the 
Act. 

“In  the  Release,  the  Commission  recog¬ 
nized  that  the  statutory  participant  catego¬ 
ries  includes  entities  subject  solely  to  state 
regulation  which  may  vary  from  state  to 
state. 
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clearing  agency  financial  integrity 
through  clearing  agency  procedures 
and  safeguards  such  as  clearing  funds 
and  examination  and  surveillance  pro¬ 
grams  in  cooperation  with  other  self- 
regulatory  organizations. 11  This  com- 
menter  suggested  that  not  to  do  so 
would  discriminate  unfairly  against 
smaller  broker-dealers  by  precluding 
them  from  utilizing  the  facilities  of 
the  national  clearing  system.  This 
commenter  suggested  that  preclusion 
of  smaller  broker-dealers  from  partici¬ 
pation  in  a  national  clearing  system 
would  be  inconsistent  with  the  goal  of 
creating  a  viable  national  market 
system  in  which  broker-dealers  would 
be  able  to  effect  the  best  execution  for 
their  customers  regardless  of  their  lo¬ 
cation.  These  commenters  agreed  that 
all  parties  should  be  encouraged  to 
participate  in  registered  clearing  agen¬ 
cies. 

A  number  of  other  commenters 
stated  that  a  clearing  agency  should 
be  allowed  to  impose  whatever  stan¬ 
dards  it  deems  necessary  in  the  ab¬ 
sence  of  discrimination  or  burdens  on 
competition.  They  noted  that  the 
minimum  standards  for  an  entity  to 
qualify  for  inclusion  in  the  statutory 
participant  category  were  designed  for 
the  protection  of  particular  classes  of 
persons  such  as  customers,  stockhold¬ 
ers,  depositors  and  policyholders,  not 
for  the  protection  of  entities  such  as 
clearing  agencies  and  that  such  stan¬ 
dards  will  vary  depending  on  the  iden¬ 
tity  of  the  regulator. 

These  commenters  indicated  that 
clearing  agency  management  should 
be  allowed  to  set  standards  higher 
than  the  minimum  requirements  for 
that  type  of  participant  if  deemed  nec¬ 
essary.  Such  standards  would  be  sub¬ 
ject  to  Commission  approval.  They 
noted  that  the  decision  to  adopt  any 
particular  standard  must  remain  a 
matter  of  management  judgment  sub¬ 
ject  to  standards  of  fairness  and  non¬ 
discrimination.  The  commenters  in 
general  urged  a  flexible  approach  in 
order  that  a  clearing  agency  be  fal¬ 
lowed  to  protect  itself  against  unrea¬ 
sonable  risks. 

Additionally,  a  number  of  com¬ 
menters  stated  that  Commission  limi¬ 
tations  on  participation  requirements 
to  those  provided  by  the  regulatory 
structure  defining  the  statutory  par¬ 
ticipant  category  would  constitute  a 
denial  of  the  specific  authority  grant¬ 
ed  under  Section  17A(bX4)(B)  of  the 
Act  which  permits  clearing  agencies  to 
set  standards  of  financial  responsibil¬ 
ity,  operational  capability,  experience 
and  competence. 

“  Another  commenter  stated  that  in  gen¬ 
eral  clearing  agencies  should  accede  to  the 
financial  responsibility  requirements  which 
are  imposed  on  broker-dealers  and  most 
banks  as  a  condition  to  their  doing  business. 
However,  this  commenter  did  indicate  a 
need  for  flexibility. 


In  light  of  the  comments,  the  Com¬ 
mission  believes  that  it  would  not  be 
appropriate  to  limit  clearihg  agencies’ 
standards  for  participation  to  the 
minimum  requirements  imposed  upon 
the  various  categories  of  participants 
by  their  respective  regulatory  authori¬ 
ties.  The  Commission  believes  that  a 
clearing  agency  should  be  allowed  to 
impose  whatever  reasonable  higher  or 
additional  standards  it  deems  neces¬ 
sary  to  protect  the  clearing  agency 
and  its  participants  from  unreasonable 
risks.1*  The  requirements  would  have 
to  comply  with  the  Act  and  would  be 
subject  to  Commission  approval,  and  a 
clearing  agency  would  have  the  obliga¬ 
tion  to  justify  any  anticompetitive 
effect  of  particular  requirements.  Any 
anticompetitive  effect  must  be  viewed 
in  light  of,  among  other  things,  the 
number  of  entities  providing  clearance 
and  settlement  and  depository  ser¬ 
vices,  their  standards  for  participation, 
their  fees,  the  availability  of  corre¬ 
spondent  arrangements  to  provide  in¬ 
direct  access  to  a  clearing  agency,  the 
cost  and  other  factors  which  must  be 
considered  in  establishing  a  correspon¬ 
dent  relationship,  and  the  national 
market  system.  Any  person  aggrieved 
by  the  application  of  such  standards 
by  a  clearing  agency  may  apply  for 
relief  to  the  appropriate  regulatory 
agency  for  the  participant.  . 

In  the  Release,  the  Commission 
stated  that  the  statutory  categories  of 
participants  vary  widely  in  the  busi¬ 
nesses  they  conduct  and  the  regula¬ 
tions  to  which  they  are  subject.  The 
risk  of  loss  to  clearing  agencies  from 
participant  defaults,  however,  is  the 
same  for  all  participants  which  avail 
themselves  of  similar  clearing  agency 
services.  In  the  Release,  the  Commis¬ 
sion  indicated  that,  in  view  of  the  va¬ 
garies  to  which  a  creditor  clearing 
agency  would  be  subject  under  the  va¬ 
riety  of  specialized  liquidation  proce¬ 
dures  applicable  to  the  entities  repre¬ 
sented  in  the  statutory  participant 
categories,14  it  was  considering  a  re¬ 
quirement  that,  with  the  exception  of 
registered  clearing  agencies  acting  as 
participants,  all  users  of  services  of- 


“The  Commission  believes  that  the  stan¬ 
dards  of  financial  responsibility  applicable 
to  each  category  of  participant  might  vary 
according  to  the  traditional  methods  of 
measuring  the  financial  responsibility  of 
each  category. 

14  For  example,  liquidations  of  national 
banks  are  governed  by  the  National  Bank 
Act,  12  UJS.C.  Section  191  et  seq.;  liquida¬ 
tions  of  banks  insured  by  the  Federal  De¬ 
posit  Insurance  Corporation  are  governed  in 
part  by  the  Federal  Deposit  Insurance  Act. 
12  UJ3.C.  Section  1811  et  seq.;  liquidations 
of  state  non-insured  hanks  are  governed  by 
state  law;  and  liquidations  of  brokers  and 
dealers  may  be  governed  by  the  Securities 
Investor  Protection  Act  of  1970,  15  U-3.C. 
78aaa  et  seq. 


fered  by  registered  clearing  agencies 
be  required  to  comply  fully  with  the 
clearing  agency  internal  financial  and 
operational  safeguards— such  as  clear¬ 
ing  fund  deposits  and  mark-to-the- 
market  procedures  “—related  to  the 
services  used.  In  the  Release,  the  Com¬ 
mission  invited  comments  on  the  ef¬ 
fects  its  proposed  approach  would 
have  on  participation  in  clearing  agen¬ 
cies,  views  on  the  possible  need  for  al¬ 
ternative  approaches  and  suggestions 
for  their  implementation.  In  particu¬ 
lar,  the  Commission  requested  com¬ 
ments  on  whether  banks  and  insur¬ 
ance  companies,  as  clearing  agency 
participants,  should  be  subject  to  the 
same  internal  financial  and  operation¬ 
al  safeguards  as  broker-dealer  partici¬ 
pants  or  whether,  because  of  the  pecu¬ 
liarities  of  banking  and  insurance  and 
the  kinds  of  risks  to  which  banks  and 
insurance  companies  might  subject  a 
clearing  agency,  they  should  be  sub¬ 
ject  to  different  safeguards. 

The  Commission  also  indicated  that, 
unlike  other  categories  of  statutory 
participants,  registered  clearing  agen¬ 
cies14  should  be  permitted  to  partici¬ 
pate  in  or  interface  with  other  regis¬ 
tered  clearing  agencies  without  com¬ 
plying  with  all  of  the  contra  (host) 
clearing  agencies,  conditions  for  par¬ 
ticipation  and  without  paying  the 
same  fees  as  other  participants  for  ser¬ 
vices  necessary  to  facilitate  participa¬ 
tion  or  establish  interfaces. 

The  Commission  also  invited  com¬ 
ment  on  what  risks  participation  by  a 
registered  clearing  agency  would  pre¬ 
sent  to  the  contra  clearing  agency  and 
what,  if  any,  conditions  for  participa¬ 
tion  should  be  complied  with  by  par¬ 
ticipating  clearing  agencies  in  order  to 
minimize  such  risks. 

The  comments  on  these  matters 
varied  considerably.  A  number  of  com¬ 
menters  indicated  that  all  participants 
in  a  clearing  agency  should  be  subject 
to  the  same  standards  regardless  of 
whether  they  were  brokers,  banks  or 
other  registered  clearing  agencies. 
They  also  believed  that  all  partici¬ 
pants  should  be  subject  to  the  same 
clearing  agency  safeguards,  such  as 
clearing  fund  deposits  and  mark-to- 
the-market  payments,  because  the  risk 
of  loss  from  participant  default  is  the 
same  for  all  participants  which  use 
similar  clearing  agency  services,  not- 

14  Mark-to-the-market  procedures  require 
payment  to  a  clearing  system  by  any  party 
to  a  trade  guaranteed  by  the  system  when 
the  market  price  of  the  securities  involved 
in  the  trade  moves  away  from  the  contract 
price  for  the  trade. 

“In  the  Release,  the  Commission  indicat¬ 
ed  that  clearing  agencies  would  be  subject 
to  a  number  of  regulatory  requirements. 
The  Commission  also  indicated  that  the 
ability  of  clearing  agencies  freely  to  partici¬ 
pate  in  or  interface  with  other  clearing 
agencies  is  essential  to  the  establishment  of 
a  national  system. 
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withstanding  differences  in  the  types 
of  business  conducted  by  participants. 
They  noted  that  clearing  agencies, 
when  acting  as  participants,  should 
pay  the  same  fees  and  be  subject  to 
the  same  requirements  as  other  par¬ 
ticipants.  One  commenter  suggested 
that  a  clearing  agency  participating  in 
another  clearing  agency  should  colla¬ 
teralize  its  obligations  to  the  other 
clearing  agency  by  assigning  a  portion 
of  its  clearing  fund.  While  one  com¬ 
menter  felt  that  a  registered  clearing 
agency  should  not  be  required  to 
comply  with  all  of  the  contra  clearing 
agency’s  participation  requirements,  it 
did  note  that  an  interface  may  pose 
risk  to  another  clearing  agency  and 
that  there  should  be  an  agreement  de¬ 
fining  the  risks  for  each  clearing 
agency. 

Other  commenters  expressed  the 
opinion  that,  in  order  to  facilitate  the 
establishment  of  a  national  clearing 
system,  one  registered  clearing  agency 
participating  in  another  registered 
clearing  agency  should  not  be  subject 
to  any  requirements  other  than  regis¬ 
tration  with  the  Commision.  Many  of 
the  commenters  reemphasized  the 
need  to  allow  clearing  agencies  flexi¬ 
bility  in  setting  standards  for  paticic- 
pation  by  different  categories  of  par¬ 
ticipants  in  different  types  of  services. 
One  commenter  suggested  that  banks 
should  not  have  to  make  clearing  fund 
deposits  or  mark-to-the-market  pay¬ 
ments. 

After  reviewing  the  comments,  the 
Commission  believes  that  the  risk  of 
loss  to  clearing  agencies  from  partici¬ 
pant  default  is  the  same  for  all  partici¬ 
pants  which  avail  themselves  of  simi¬ 
lar  clearing  agency  services.  There¬ 
fore,  it  believes  that  all  users  of  simi¬ 
lar  clearing  agency  services,  except 
registered  clearing  agencies  for  which 
specialized  requirements  are  appropri¬ 
ate  as  discussed  below,  should  be  re¬ 
quired  to  comply  fully  with  clearing 
agency  internal  financial  and  oper¬ 
ational  safeguards,  such  as  clearing 
fund  deposits,  mark-to-the-market 
payments  and  margin  deposits  related 
to  the  service  used." 

With  respect  to  participation  or  in¬ 
terface  by  one  clearing  agency  in  an¬ 
other  clearing  agency,  the  Commission 
believes  that  registration  as  a  clearing 
agency  should  qualify  clearing  agen¬ 
cies  for  participation  in  or  interface 
with  other  clearing  agencies.  The 
Commission  does  not  believe,  however, 
that  a  clearing  agency  participant 
need  not  assure  another  clearing 
agency  of  its  ability  to  meet  its  obliga¬ 
tions  to  that  clearing  agency.  For  this 


"Of  course,  if  the  clearing  agency  is 
unable  to  obtain  current  and  reliable  finan¬ 
cial  information  for  a  particular  participant 
category,  higher  clearing  agency  internal  fi¬ 
nancial  and  operational  safeguards  may  be 
appropriate  for  that  participant  category. 


reason,  the  Commission  believes  that 
clearing  agencies  may,  in  a  manner 
which  does  not  discriminate  among 
clearing  agencies  or  burden  competi¬ 
tion  among  them  and  which  facilitates 
the  establishment  of  a  national 
system,  asssure  themselves  of  another 
clearing  agency’s  performance  of  its 
obligations.  11  The  Commission  believes 
that,  based  upon  the  particular  type  of 
participation  or  interface  and  the  ap¬ 
plicable  facts,  clearing  agencies  should 
be  capable  of  making  suitable  arrange¬ 
ments  in  this  area  subject  to  Commis¬ 
sion  approval.  Such  arrangements 
must  be  entered  into  expeditiously  be¬ 
tween  the  parties  and  may  not  impose 
a  burden  on  competition  not  necessary 
or  appropriate  in  furtherance  of  the 
purposes  of  the  Act. 

Section  17A(b)(3)(B)  of  the  Act  in¬ 
cludes  in  the  enumerated  categories  of 
clearing  agency  participants  such 
“other  person  or  class  of  persons  as 
the  Commission,  by  rule,  may  from 
time  to  time  designate  as  appropriate 
to  the  development  of  a  national 
system  •  •  In  the  Release,  the 
Commission  invited  comment  on 
whether  there  are  additional  entities 
whose  participation  in  clearing  agen¬ 
cies  would  contribute  meaningfully  to 
the  development  of  a  national  system. 
Since  only  one  commenter  suggested 
that  the  Commission  exercise  its  rule- 
making  authority  to  designate  addi¬ 
tional  entities  (private  trustees  and 
foreign  entities),  the  Commission  does 
not  believe  it  appropriate  to  exercise 
its  rulemaking  authority  at  this  time. 

II.  Fair  Representation 

Section  17A(b)(3)(C)  of  the  Act 
states  that  a  clearing  agency  shall  not 
be  registered  unless  the  Commission 
determines  that 

[tlhe  rules  of  the  clearing  agency  assure  a 
fair  representation  of  its  shareholders  (or 
members)  and  participants  in  the  selection 
of  its  directors  and  administration  of  its  af¬ 
fairs.  (The  Commission  may  determine  that 
the  representation  of  participants  is  fair  if 
they  are  afforded  a  reasonable  opportunity 
to  acquire  voting  stock  of  the  clearing 
agency,  directly  or  indirectly,  in  reasonable 
proportion  to  their  use  of  such  clearing 
agency.) 

The  Act  does  not  define  fair  repre¬ 
sentation  but  reserves  to  the  Commis¬ 
sion  the  authority  to  determine 
whether  the  rules  of  the  clearing 
agency  give  fair  voice  to  participants 
as  well  as  to  shareholders  or  members 
in  the  selection  of  directors  and  the 
administration  of  its  affairs.  10 


“Of  course,  in  an  interface  between  two 
clearing  agencies  which  use  a  continuous 
net  settlement  system  and  require  mark-to- 
the-market  payments,  the  latter  payments 
must  be  made  to  each  other  as  appropriate. 

“The  fair  representation  requirement  was 
adopted  verbatum  from  S.  249,  the  Senate 


A.  GOVERERNANCE  PROCEDURES 

In  the  Release,  the  Commission 
noted  that  it  did  not  intend  to  pre¬ 
clude  the  operation  of  clearing  agen¬ 
cies  for  profit  and  stated  that  it  was 
contemplating  a  requirement  that  the 
rules  of  a  clearing  agency  permit  its 
participants,  who  also  may  be  mem¬ 
bers  or  shareholders,  to  select  directly 
or  indirectly,  the  clearing  agency’s 
board  of  directors.  The  Commission 
discussed  several  procedures  for  af¬ 
fording  clearing  agency  participants  a 
voice  in  the  nomination  and  election 
of  clearing  agency  directors  which  it 
believed  would  be  consistent  with  the 
fair  representation  standards  of  the 
Act. 

These  methods  include  (1)  solicita¬ 
tion  of  board  of  directors  nominations 
from  all  participants;  (2)  selection  of 
candidates  for  election  to  the  board  of 
directors  by  a  nominating  committee 
which  would  be  composed  of,  and  se¬ 
lected  by,  the  participants  or  represen¬ 
tatives  chosen  by  participants;  (3) 
direct  participation  of  participants  in 
the  election  of  directors  through  the 
allocation  of  voting  stock  to  all  partici¬ 
pants  based  on  their  usage  of  the 
clearing  agency;10  and  (4)  enabling 
participants  to  select  a  slate  of  nomi¬ 
nees  and  then  requiring  stockholders 
of  the  clearing  agency  to  vote  their 
shares  for  those  nominees.11 

The  Release  noted  that  by  referring 
to  “a  reasonable  opportunity  (for  par¬ 
ticipants)  to  acquire  voting  stock  of 


version  of  the  Securities  Acts  Amendments 
of  1975  (the  “1975  Amendments”).  The 
report  of  the  Senate  Committee  on  Bank¬ 
ing,  Housing  and  Urban  Affairs  to  accompa¬ 
ny  S.  249  states: 

"The  rules  of  the  clearing  agency  must 
assure  fair  representation  of  its  sharehold¬ 
ers  (or  members)  and  participants  in  the  de¬ 
cision  making  process  of  the  clearing  agency 
*  *  *.  The  reference  to  shareholders  or 
members  makes  it  clear  that  the  bill  estab¬ 
lishes  no  norm  as  to  whether  clearing  agen¬ 
cies  should  or  should  not  be  operated  for 
profit.  The  Bill  makes  no  attempt  to  set  up 
particular  standards  of  representation  or 
participation.  Rather,  it  provides  that  the 
Commission  must  assure  itself  that  the 
rules  of  the  clearing  agency  regarding  the 
manner  in  which  decisions  are  made  give 
fair  voice  to  participants  as  well  as  to  share¬ 
holders  or  members.  Fair  representation  of 
participants  may  be  found  if  they  are  af¬ 
forded  an  opportunity  to  acquire  voting 
stock  of  the  clearing  agency  in  proportion  to 
their  use  of  its  facilities.” 

“Securities  Acts  Amendments  of  1975, 
Report  of  the  Senate  Committee  on  Bank¬ 
ing,  Housing  and  Urban  Affairs  to  Accompa¬ 
ny  S.  249,”  S.  Rep.  94-75,  94th  Cong.,  1st 
Sess.  123-24  (1975). 

“The  Release  indicated  that  the  voting 
stock  should  have  to  be  available  to  the 
extent  permitted  by  state  corporation  laws, 
gratis  or  at  a  nominal  cost. 

11  It  was  suggested  in  the  Release  that  par¬ 
ticipant  voting  in  connection  with  the  selec¬ 
tion  of  nominees  could  be  based  on  the  par¬ 
ticipants'  use  of  the  clearing  agency. 
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the  clearing  agency,  directly  or  indi¬ 
rectly,  in  reasonable  proportion  to 
their  use  of  such  clearing  agency,”  the 
Act  appears  to  contemplate  basing  fair 
representation  on  usage  of  the  clear¬ 
ing  agency.  In  the  Release,  the  Com¬ 
mission  requested  comment  on  wheth¬ 
er  additional  factors  should  be  consid¬ 
ered  in  determining  the  fairness  of 
participant  representation  in  a  clear¬ 
ing  agency’s  affairs. 

The  comments  with  respect  to  fair 
representation  of  participants  in  the 
selection  of  directors  and  the  adminis¬ 
tration  of  a  clearing  agency’s  affairs 
varied  considerably.  Some  commenters 
agreed  with  one  or  another  of  the  ap¬ 
proaches  suggested  by  the  Commis¬ 
sion.  Other  commenters  took  issue 
with  the  Commission’s  suggested  ap¬ 
proaches  and  suggested  that  clearing 
agencies  be  allowed  considerable  flexi¬ 
bility  in  assuring  fair  representation  to 
participants. 

One  commenter  questioned  the  con¬ 
cept  of  user  control  but  stated  that  it 
was  not  oppossed  to  user  representa¬ 
tion.  Other  commenters  maintained 
that  instead  of  direct  user  control  of  a 
clearing  agency,  a  clearing  agency 
should  be  allowed  to  develop  alterna¬ 
tives  to  the  direct  selection  of  direc¬ 
tors.  For  example,  one  clearing  agency 
commenter  noted  that  it  is  a  wholly- 
owned  subsidiary  of  a  national  securi¬ 
ties  exchange,  which  is  in  turn  owned 
by  exchange  members.  According  to 
the  commenter,  its  participants  with 
one  exception  are  all  exchange  mem¬ 
bers  who  select  the  exchange’s  board 
of  directors,  who  in  turn  elect  the 
clearing  agency’s  board  of  directors. 
The  commenter  believed  that  its 
system  gives  its  participants  a  fair  rep¬ 
resentation  in  the  selection  of  direc¬ 
tors  and  the  administration  of  its  af¬ 
fairs. 

Other  commenters  suggested  that 
competition  among  clearing  agencies 
would  give  participants  a  fair  voice  in 
the  affairs  of  the  clearing  agency  since 
participants  will  be  able  to  leave  one 
clearing  agency  for  another. 

One  commenter  stated  that  user 
control  of  the  board  of  directors  was 
inconsistent  with  the  concept  of  a 
“for-profit  clearing  agency”  which  is 
expressly  permitted  by  the  legislative 
history  of  the  1975  Amendments.  This 
commenter  maintained  that  the  con¬ 
cept  of  a  participant  advisory  commit¬ 
tee  (which  would  be  selected  and  elect¬ 
ed  by  the  participants)  meeting  with 
and  advising  the  board  of  directors 
would  conform  to  the  statutory  provi¬ 
sions  that  participants  be  given  a  fair 
voice  in  the  decision  making  process  of 
the  clearing  agency  and  at  the  same 
time  provide  for  the  continued  exis¬ 
tence  of  for-profit  clearing  agencies. 

Some  commenters  rejected  the  pro¬ 
posal  that  participants  should  be  given 
the  right  to  purchase  stock  in  the 
clearing  agency  in  proportion  to  their 


usage  of  the  clearing  agency.  These 
commenters  believed  that  smaller  par¬ 
ticipants  would  have  insufficient  rep¬ 
resentation  because  of  the  great  dis¬ 
crepancies  which  exist  in  the  relative 
sizes  of  clearing  agency  participants. 
One  commenter  noted  that  the  large 
clearing  agency  participants  would  be 
the  same  ones  who  have  long  wished 
for  a  single  clearing  entity  and  could 
have  an  anti-competitive  effect  on  the 
smaller  clearing  agency.  The  proposal 
that  clearing  agencies  allocate  shares 
of  their  stock  to  participants  free  of 
charge  or  at  a  nominal  cost  drew  sharp 
criticism  from  some  commenters  who 
stated  that  it  raised  serious  questions 
of  constitutional  law. 

*1116  Commission  recognizes  that  the 
owners  of  an  organization  usually 
have  voting  and  administrative  powers 
over  their  holdings.  The  statute,  how¬ 
ever,  provides  that  a  clearing  agency 
must  assure  a  fair  representation  of  its 
shareholders  (or  members)  and  par¬ 
ticipants  in  the  selection  of  its  direc¬ 
tors  and  the  administration  of  its  af¬ 
fairs.  The  Commission  notes  that 
clearing  agencies  are  affiliated  with 
exchanges,  profit  making  entities  or 
user  cooperatives.  Therefore,  the  Com¬ 
mission  has  determined  that  rather 
than  prescribe  a  single  method  of  pro¬ 
viding  fair  representation  to  share¬ 
holders  (or  members)  and  participants 
in  the  selection  of  clearing  agency  di¬ 
rectors  and  the  administration  of  its 
affairs,  it  should  evaluate  each  clear¬ 
ing  agency’s  procedures  in  this  area  on 
a  case  by  case  basis.  In  addition  to  the 
methods  described  in  the  Release,*4 
the  Commission  believes  that  a 
number  of  other  methods  could 
comply  with  the  fair  representation 
standard.  For  example,  some  seats  on 
the  board  of  directors  could  be  devot¬ 
ed  to  participant  directors  who  would 
be  chosen  by,  and  from  among,  the 
users. 

B.  NOTICE  or  PROPOSED  RULE  CHANGES 

In  the  Release,  the  Commission 
made  several  proposals  to  ensure  that 
participants  will  have  sufficient  infor¬ 
mation  concerning  a  clearing  agency’s 
affairs  to  participate  meaningfully  in 
its  administration.  For  example,  the 
Commission  proposed  to  require  clear¬ 
ing  agencies  to  furnish  participants 
with  annual  and  quarterly  financial 
statements,  examination  reports  on 
the  clearing  agencies’  systems  of  inter¬ 
nal  accounting  control,  and  explana¬ 
tions  of  proposed  dues,  fees  or 
charges.1*  The  Commission  also  sug- 

MIn  connection  with  the  proposal  for  allo¬ 
cation  of  voting  stock  described  in  the  Re¬ 
lease,  the  Commission  would  not  require 
that  voting  stock  be  made  available  gratis  or 
at  a  nominal  cost. 

“For  a  discussion  of  the  Commission’s  po¬ 
sition  on  furnishing  these  statements,  re¬ 
ports.  and  explanations  to  participants,  see 
pp.  59-73  and  94-99. 


gested  that  participants  should  have 
notice  of,  and  an  opportunity  to  com¬ 
ment  on,  proposed  rule  changes  affect¬ 
ing  participants’  rights  or  obligations 
before  the  changes  are  submitted  to 
the  Commission.** 

Most  commenters  did  not  endorse 
this  proposal.  The  commenters  were 
concerned  that  this  additional  require¬ 
ment  would  add  further  delay  and 
thereby  deny  clearing  agency  partici¬ 
pants  the  benefits  of  prompt  rule 
changes.  Some  commenters  preferred 
the  present  procedure  under  which 
management  determines  whether  to 
seek  participant  comment  before  sub¬ 
mitting  a  proposed  rule  change  to  the 
Commission.  One  commenter  believed 
advance  notice  of  rule  changes  to  par¬ 
ticipants  to  be  unnecessary  because 
most  clearing  agency  rules  are  non- 
controversial,  are  originally  suggested 
by  the  participants  and  are  initiated 
by  the  clearing  agency’s  staff  to  bene¬ 
fit  all  participants  or  to  deal  with  mat¬ 
ters  in  which  participants  have  no  im¬ 
mediate  interest.  Some  commenters 
pointed  out  that  prior  comment  on 
rule  submissions  was  rejected  by  Con¬ 
gress  during  its  consideration  of  the 
predecessor  to  S.  249,  the  precursor  to 
the  1975  Amendments.  One  com¬ 
menter,  however,  endorsed  the  Com¬ 
mission’s  proposal  because  it  believed 
that  members  are  more  likely  to  com¬ 
ment  on  matters  brought  directly  to 
their  attention. 

The  commenters  suggested  possible 
alternatives  to  the  Commission’s  pro¬ 
posed  requirement.  One  commenter 
stated  that  clearing  agencies  could  be 
required  to  send  out  copies  of  the 
notice  of  the  proposed  rule  change  ap¬ 
pearing  in  the  Federal  Register.  An¬ 
other  commenter  suggested  a  require¬ 
ment  similar  to  one  contained  in  its 
rules  which  requires  it  to  give  partici¬ 
pants  written  notice  of  each  proposed 
rule  change  as  promptly  as  practicable 
after  the  rule  change  is  filed  with  the 
Commission.  The  commenter  noted 
that  it  sends  a  monthly  bulletin  to 
participants  which  gives  the  text  of 
each  proposed  rule  change  filed  with 
the  Commission  since  the  press  date  of 
the  last  bulletin. 

After  considering  the  comments,  the 
Commission  believes  that  all  partici¬ 
pants  should  be  kept  adequately  in¬ 
formed  of  a  clearing  agency’s  proposed 
rule  changes.  To  meet  this  standard, 
the  Commission  is  considering  a  re¬ 
quirement  that  clearing  agencies,  as 
soon  as  possible  after  filing  with  the 
Commission,  provide  participants  the 
text  of  a  proposed  rule  change  or  a 


"To  effectuate  this,  the  Commission  rec¬ 
ommended  that  the  notices  contain  at  least 
the  text  and  purpose  of  the  proposed  rule 
change  and  a  request  for  comments  and  pro¬ 
vide  participants  a  reasonable  period  to 
review  the  proposed  rule  change  and  submit 
comments. 
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brief  description  of  the  proposed  rule 
change  and  its  purpose.  The  Commis¬ 
sion  believes  that  the  comment  pro¬ 
cess  will  be  more  effective  if  clearing 
agencies  bring  proposed  rule  changes 
directly  to  their  participants’  atten¬ 
tion. 

C.  PUBLIC  DIRECTORS 

The  Commission  requested  comment 
as  to  whether  it  would  be  in  the  public 
interest  to  require  that  clearing  agen¬ 
cies  have  one  or  more  directors  who 
would  be  representative  of  issuers  and 
investors  and  who  would  not  be  associ¬ 
ated  with  any  participant  or  self-regu¬ 
latory  organization. 

The  commenters  felt  that  this  re¬ 
quirement  could  not  easily  be  fulfilled 
because  of  the  nature  of  clearing 
agency  operations.  They  stated  that 
the  business  of  clearing  agencies  in¬ 
volves  highly  technical  activities  as  to 
which  non-users  have  a  remote  inter¬ 
est.  Consequently,  it  would  be  difficult 
for  a  clearing  agency  to  find  non-user 
directors  who  would  have  the  exper¬ 
tise  effectively  to  represent  issuer  or 
investor  interests.  The  commenters 
also  questioned  whether  the  clearing 
agency  would  benefit  from  investor  or 
issuer  representation.  One  commenter 
indicated  that  this  requirement  would 
reduce  the  management  benefits  avail¬ 
able  from  participant  directors  from 
various  parts  of  the  financial  commu¬ 
nity  who  have  a  more  direct  under¬ 
standing  of  the  nature  of  clearing 
agency  business.  Several  commenters 
asserted  that  Congress  made  a  con¬ 
scious  decision  to  mandate  public  rep¬ 
resentation  on  an  exchange’s  "  or  asso¬ 
ciation’s  ”  board  of  directors  but  not 
on  a  clearing  agency’s  board  of  direc¬ 
tors.1*  Some  commenters  indicated 
that  the  difference  in  requirements 
can  be  explained  by  the  difference  be¬ 
tween  exchange  or  association  respon¬ 
sibilities  and  clearing  agency  responsi¬ 
bilities.  They  noted  that  exchanges 
and  associations  are  charged  with  reg¬ 
ulating  dealings  between  their  mem¬ 
bers  and  the  public,  whereas  the  clear¬ 
ing  agencies’  regulatory  functions 
relate  primarily  to  dealings  among 
their  participants  or  between  their 
participants  and  the  clearing  agency. 
The  Commission  has  determined  not 
to  require  a  clearing  agency  to  seat  a 
representative  of  issuers  and  investors 
on  its  board  at  this  time.  A  clearing 
agency  may,  however,  include  such  a 
person  on  its  board  if  it  wishes,  and 
the  Commission  urges  clearing  agen¬ 
cies  to  do  so. 

III.  CAPACITY  TO  ENFORCE  RULES,  DISCI¬ 
PLINARY  ACTIONS  AND  FAIR  PROCE¬ 
DURES 

Section  17A(b)(3)(A)  of  the  Act,  in 
pertinent  part,  provides  that  a  clear- 


"See  Section  6(b)(3)  of  the  Act. 

•See  Section  15A(bX4)  of  the  Act. 
•See  Section  17A(bX3XC)  of  the  Act. 


ing  agency  shall  not  be  registered 
unless  the  Commission  determines 
that: 

The  clearing  agency  is  so  organized  and 
has  the  capacity  •  •  •  to  enforce  (subject  to 
any  rule  or  order  of  the  Commission  pursu¬ 
ant  to  section  17(d)  or  19(g)(2)  of  this  title) 
compliance  by  its  participants  with  the 
rules  of  the  clearing  agency. 

The  Commission  has  not  exercised 
its  authority  under  Section  17(d)(1)10 
of  the  Act  to  relieve  any  registered 
clearing  agencies  of  their  responsibil¬ 
ity  to  enforce  compliance  with  their 
rules.  Accordingly,  the  Commission 
currently  is  not  prepared  to  register 
clearing  agencies  unless  they  have  the 
organization  and  capacity  to  deter¬ 
mine  whether  their  rules  are  being 
complied  with  and,  if  they  are  not 
being  complied  with,  to  appropriately 
discipline  non-complying  participants. 

In  reviewing  the  organization  and 
capacity  of  clearing  agencies,  the  Com- 


•  Section  17(d)(1)  of  the  Act,  in  pertinent 
part,  provides: 

The  Commission,  by  rule  or  order,  as  it 
deems  necessary  or  appropriate  in  the 
public  interest  and  for  the  protection  of  in¬ 
vestors,  to  foster  cooperation  and  coordina¬ 
tion  among  self-regulatory  organizations,  or 
to  remove  impediments  to  and  foster  the  de¬ 
velopment  of  a  national  market  system  and 
national  system  for  the  clearance  and  settle¬ 
ment  of  securities  transactions,  may— 

(A)  With  respect  to  any  person  who  is  a 
member  of  or  participant  in  more  than  one 
self-regulatory  organization,  relieve  any 
such  self-regulatory  organization  of  any  re¬ 
sponsibility  under  this  title  (i)  to  receive 
regulatory  reports  from  such  person,  (ii)  to 
examine  such  person  for  compliance,  or  to 
enforce  compliance  by  such  person,  with 
specified  provisions  of  this  title,  the  rules 
and  regulations  thereunder,  and  its  own 
rules,  or  (iii)  to  carry  out  other  specified 
regulatory  functions  with  respect  to  such 
person,  and 

(B)  Allocate  among  self-regulatory  organi¬ 
zations  the  authority  to  adopt  rules  with  re¬ 
spect  to  matters  as  to  which,  in  the  absence 
of  such  allocation,  such  self -regulatory  orga¬ 
nizations  share  authority  under  this  title. 

In  making  any  such  rule  or  entering  any 
such  order,  the  Commission  shall  take  into 
consideration  the  regulatory  capabilities 
and  procedures  of  the  self-regulatory  orga¬ 
nizations,  availability  of  staff,  convenience 
of  location,  unnecessary  regulatory  duplica¬ 
tion.  and  such  other  factors  as  the  Commis¬ 
sion  may  consider  germane  to  the  protec¬ 
tion  of  investors,  cooperation  and  coordina¬ 
tion  among  self-regulatory  organizations, 
and  the  development  of  a  national  market 
system  and  a  national  system  for  the  clear¬ 
ance  amd  settlement  of  securities  transac¬ 
tions  •  •  *. 

On  October  28.  1976,  the  Commission 
adopted  17  CFR  240.17d-2  under  the  Act 
(Securities  Exchange  Act  Release  No. 
12935),  41  FR  49091  (November  8.  1976),  to 
enable  self-regulatory  organizations  to  file 
with  the  Commission,  and  the  Commission 
to  declare  effective,  plans  allocating  self- 
regulatory  responsibilities  among  self-regu¬ 
latory  organizations.  A  number  of  plans 
have  been  filed  by  self-regulatory  organiza¬ 
tions.  but  to  date  no  plans  have  been  de¬ 
clared  effective  by  the  Commission. 


mission  intends,  among  other  things, 
to  evaluate  their  procedures  for  deter¬ 
mining  whether  a  participant  is  expe¬ 
riencing  financial  or  operational  diffi¬ 
culties,  their  arrangements  for  ex¬ 
changing  information  with  other  self- 
regulatory  organizations  and  the 
training  and  experience  of  the  staff 
engaged  in  carrying  out  self-regula¬ 
tory  responsibilities. 

In  the  Release,  the  Commission  indi¬ 
cated  that,  in  appropriate  circum¬ 
stances,  and  in  accordance  with  sec¬ 
tion  17(d)  of  the  Act  and  17  CFR 
240.17d-2  thereunder,  the  Commission 
is  prepared  to  use  its  authority  to  re¬ 
lieve  registered  clearing  agencies  of 
certain  of  their  self-regulatory  respon¬ 
sibilities  and  to  permit  their  allocation 
to  other  self-regulatory  organizations 
of  which  clearing  agency  participants 
are  members  or  participants.  In  the 
Release,  the  Commission  requested 
comment  on  the  circumstances  under 
which  clearing  agencies  should  be  re¬ 
lieved  of  their  self -regulatory  responsi¬ 
bilities,  the  responsibilities  of  which 
clearing  agencies  should  be  relieved 
and  the  responsibilities  which  clearing 
agencies  should  retain.  A  number  of 
commenters  suggested  that  clearing 
agencies  should  be  able  to  rely  on  the 
staffs  of  the  various  self -regulatory  or¬ 
ganizations  to  conduct  examinations 
and  on-going  review  and  surveillance 
of  the  financial  condition  of  clearing 
agency  participants,  including  their 
compliance  with  clearing  agency  rules 
and  procedures,  but  that  the  disciplin¬ 
ary  process  itself  should  be  conducted 
by  the  clearing  agency.11 


n  One  commenter  indicated  that  although 
a  clearing  agency  may  have  residual  regula¬ 
tory  responsibility  to  ensure  compliance 
with  its  rules,  it  should  be  allowed  to  rely 
upon  the  surveillance  activities  of  regula¬ 
tory  and  self-regulatory  organizations  with 
respect  to  general  financial  and  operational 
capabilities  of  participants.  In  instances 
where  a  participant  is  not  subject  to  such 
oversight,  the  clearing  agency  should  be  al¬ 
lowed,  subject  to  Commission  review,  to 
enter  into  contractual  arrangements  with 
other  self-regulatory  organizations  for  the 
performance  of  such  obligations.  Another 
commenter  stated  that  although  clearing 
agencies  should  cooperate  with  the  primary 
regulators  of  their  participants  to  minimize 
duplicative  requirements,  the  Commission 
should  not  make  clearing  agencies  depen¬ 
dent  on  the  regulatory  efforts  of  others  for 
the  protection  of  their  financial  integrity. 
Therefore,  a  clearing  agency  should  be  able 
to  continue  to  monitor  the  financial  condi¬ 
tion  of  participants,  to  enforce  its  rules,  and 
to  take  special  protective  measures  with  re¬ 
spect  to  participants  which  experience  fi¬ 
nancial  difficulties.  Another  commenter  rec¬ 
ommended  that  the  Commission  encourage 
the  development  of  a  regulatory  structure 
in  which  the  operations  and  activities  of 
each  securities  firm  should  be  subject  to  the 
primary  oversight  of  a  single  self-regulatory 
authority.  Commenters  generally  were  con¬ 
cerned  there  would  be  duplication  if  each 
clearing  agency  were  to  develop  a  full-scale 
compliance  program. 
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One  commenter  pointed  out  that 
clearing  agency  rules  are  unique  to  the 
clearing  agency,  and  that  the  clearing 
agency  is  the  only  party  which  can  ob¬ 
serve  violations  of  its  rules.  Therefore, 
it  saw  no  reason  to  give  responsibility 
for  enforcement  of  a  clearing  agency’s 
rules  to  anyone  else.  That  commenter, 
however,  indicated  that  the  primary 
regulator  for  a  participant  should 
make  financial  information  available 
to  the  clearing  agency. 

The  Commission  supports  the  con¬ 
cept  of  avoiding  unnecessary  duplica¬ 
tion  of  regulatory  effort  wherever  pos¬ 
sible  so  long  as  the  financial  and  oper¬ 
ational  integrity  of  a  clearing  agency 
and  its  participants  are  not  endan¬ 
gered  as  a  result.  Therefore,  the  Com¬ 
mission  believes  that  it  is  appropriate 
for  clearing  agencies  to  enter  into 
agreements  with  other  self-regulatory 
organizations  to  perform  examination 
and  surveillance  functions  respecting 
clearing  agency  participants  and  to  de¬ 
termine  the  extent  to  which  clearing 
agency  rules  and  procedures  are  being 
complied  with  by  such  persons.  Any 
clearing  agency  may  join  with  any 
other  self-regulatory  organization  in 
filing  in  accordance  with  the  provi¬ 
sions  of  17  CFR  240.17d-2,  a  plan  re¬ 
garding  the  performance  of  these  re¬ 
sponsibilities  by  the  other  self -regula¬ 
tory  organizations.*1 

The  requirement  of  section 
17A(bX3XA)  of  the  Act  concerning  en¬ 
forcement  of  clearing  agency  rules  is 
complemented  by  section  17A(bX3) 
(G)  and  (H)  which  requires  clearing 
agency  rules  to  provide  that  its  partici¬ 
pants  shall  be  appropriately  disci¬ 
plined  for  violations  of  any  provision 
of  the  rules  of  the  clearing  agency  and 
to  provide  fair  procedures  for  disci¬ 
plining  participants,  denying  partici¬ 
pation  in  the  clearing  agency  to  any 
person,  prohibiting  or  limiting  access 
to  the  clearing  agency’s  services  and 
Imposing  summary  suspensions.” 

The  Act  contemplates  that  a  clear¬ 
ing  agency  may  “appropriately”  disci¬ 
pline  its  participants  through  “expul¬ 
sion,  suspension,  limitation  of  activi¬ 
ties,  functions,  and  operations,  fines, 
censure,  or  any  other  fitting  sanc¬ 
tion.”**  The  Commission  believes  a 
clearing  agency  should  have  available 
and  should  employ  an  array  of  sanc¬ 
tions  appropriate  to  the  range  of  viola- 

"  Regardless  of  whether  %  clearing  agency 
files  a  plan  pursuant  to  17  CFR  240.17d-2, 
the  Commission  strongly  encourages  clear¬ 
ing  agencies  and  other  self -regulatory  orga¬ 
nizations  to  expand  existing  arrangements 
for  exchanging  relevant  information  with 
each  other  regarding  a  person  who  belongs 
to  both  organizations. 

“Section  17A(bX5XC)  sets  forth  the  spe¬ 
cific  circumstances  under  which  a  clearing 
agency  may  summarily  suspend  a  partici¬ 
pant  and  the  minimum  procedural  require¬ 
ments  which  must  be  observed  in  effecting  a 
summary  suspension. 

“Section  17A(bX3XG)  of  the  Act. 


tions  which  the  clearing  agency  may 
expect  to  encounter.  Also,  the  clearing 
agency’s  rules  should  establish  the 
agency’s  authority  and  procedures  re¬ 
specting  interpretation  of  its  rules  and 
the  bringing  of  charges  where  rule  vio¬ 
lations  appear  to  have  occurred  and 
should  describe  the  manner  in  which 
disciplinary  authority  is  to  be  exer¬ 
cised.** 

The  Commission  believes  that  the 
fair  procedure  requirements  of  section 
17A(bX3XH)  of  the  Act  mandate,  at  a 
minimum,  that  a  clearing  agency  rules 
comply  with  section  17A(bX5)  of  the 
Act  which  outlines  the  procedures  to 
be  followed  by  a  clearing  agency  in  dis¬ 
ciplining  the  participants.**  In  the  Re¬ 
lease,  the  Commission  solicited  com¬ 
ment  on  the  need  for  clearing  agencies 
to  have  review  procedures  for  partici¬ 
pants  aggrieved  by  clearing  agency 
acts  or  failures  to  act  which,  while  not 
falling  into  one  of  the  categories  con¬ 
templated  by  section  17A(bX5)  of  the 
Act,  nevertheless  have  the  effect  of 
permitting  “unfair  discrimination 
among  participants  in  the  use  of  a 
clearing  agency’s  services.”** 

In  response  thereto,  several  com¬ 
mented  suggested  that  such  a  review 
procedure  whould  be  of  limited  utility 
in  view  of  the  broad  scope  of  section 
17A(bX5)  of  the  Act,  the  impact  of 
competitive  forces  which  would  dis¬ 
courage  discrimination  among  partici¬ 
pants  respecting  the  use  of  a  clearing 


“With  respect  to  the  disciplinary  process, 
the  Commission  believes  that  any  plan  filed 
by  a  clearing  agency  with  any  self-regula¬ 
tory  organization,  pursuant  to  17  CFR 
240.17d-2,  may  provide  for  the  performance 
of  disciplinary  functions  by  the  other  self- 
regulatory  organizations  with  respect  to 
participants  who  are  members  of  or  partici¬ 
pants  in  more  than  one  self-regulatory  orga¬ 
nization. 

“In  connection  with  the  imposition  of 
final  disciplinary  sactions,  denials  of  partici¬ 
pation,  prohibition  or  limitation  with  re¬ 
spect  to  access  and  summary  suspensions  by 
registered  clearing  agencies,  the  Act  re¬ 
quires  a  registered  clearing  agency  to  give 
notice  of  the  action  to  the  appropriate  regu¬ 
latory  agency  for  the  clearing  agency  and 
the  appropriate  regulatory  agency  for  the 
participant  and  provides  for  review  of  the 
action  by  the  appropriate  regulatory  agency 
for  the  participant,  applicant  or  other 
person  against  whom  the  action  was  taken. 
See  section  19  (d),  (e)  and  (f)  of  the  Act  and 
Rules  19d-l,  2  and  3  adopted  thereunder. 
Securities  Exchange  Act  Release  No.  13726 
(July  7,  1977),  42  FR  36409  (July  14,  1977).. 

The  FedenJ  bank  regulatory  agencies 
(the  Board  of  Governors  of  the  Federal  Re¬ 
serve  System,  the  Comptroller  of  the  Cur¬ 
rency  and  the  Federal  Deposit  Insurance 
Corporation)  which  under  sections  3(aX34) 
(B)  and  (C)  of  the  Act  are  the  appropriate 
regulatory  agencies  for  certain  registered 
clearing  agencies  and  certain  clearing 
agency  participants  have  adopted  rules  simi¬ 
lar  to  the  Commission’s  Rules  19d-l,  2  and 
3. 

"Section  17A(bX3XF)  of  the  Act. 


agency’s  services,  and  because  ag¬ 
grieved  participants  could  rely  on  the 
judicial  process  to  redress  any  viola¬ 
tion  of  a  participant’s  rights.  Other 
commenters  favored  the  adoption  of  a 
simplified  procedure  which  would  pro¬ 
vide  aggrieved  participants  with  a 
right  to  review  respecting  matters  not 
otherwise  covered  by  section  17A(b)(5) 
of  the  Act. 

In  view  of  the  comments  received, 
the  Commission  has  determined  not, 
at  this  time,  to  require  clearing  agen¬ 
cies  to  establish  review  procedures 
with  respect  to  matters  not  otherwise 
covered  by  section  17A(bX5)  of  the 
Act.  This  would  not,  however,  preclude 
a  clearing  agency  from  establishing 
review  procedures  which  could  be  used 
by  participants  to  express  grievances 
arising  among  participants  or  between 
a  participant  and  the  clearing  agency 
(such  as  a  petition  to  have  a  rule 
changed)  to  the  extent  the  review  pro¬ 
cess  was  not  otherwise  subject  to  the 
procedures  set  forth  in  section 
17A(b)(5)  of  the  Act.  The  establish¬ 
ment  of  such  procedures  are  encour¬ 
aged.  The  structure  of  the  review  pro¬ 
cedure  would  have  to  comport  with 
commonly  accepted  due  process  stan¬ 
dards  and  should  allow  a  participant 
to  appeal  its  grievance  to  the  clearing 
agency  board  of  directors  or  a  commit¬ 
tee  of  the  board  authorized  to  act  on 
behalf  of  the  board  and,  as  to  dis¬ 
agreements  among  participants,  to 
avail  themselves  of  an  arbitration  pro¬ 
cedure  to  settle  the  dispute. 

IV.  Safeguarding  or  Securities  and 

Funds  and  Prompt  and  Accurate 

Clearance  and  Settlement  or  Secu¬ 
rities  Transactions 

In  determining  whether  to  register  a 
clearing  agency,  the  Commission  must 
consider  whether 

[the]  clearing  agency  is  so  organized  and 
has  the  capacity  to  be  able  to  facilitate  the 
prompt  and  accurate  clearance  and  settle¬ 
ment  of  securities  transactions  for  which  it 
is  responsible  [and]  to  safeguard  securities 
and  funds  in  its  custody  or  control  or  for 
which  it  is  responsible  •  •  *.“ 

and  whether 

[tlhe  rules  of  the  clearing  agency  are  de¬ 
signed  *  *  *  to  promote  the  prompt  and  ac¬ 
curate  clearance  and  settlement  of  securi¬ 
ties  transactions  [and]  to  assure  the  safe¬ 
guarding  of  securities  and  funds  which  are 
in  the  custody  or  control  of  the  clearing 
agency  or  for  which  it  is  responsible  •  •  *.“ 

As  used  in  this  discussion,  the  term 
“safeguards”  comprises  (i)  the  organi¬ 
zation  and  capacity  to  safeguard  funds 
and  securities  and  clear  and  settle 
transactions  promptly  and  accurately 
and  (ii)  the  rules  designed  to  achieve 
those  objectives.  Moreover,  because 


“Section  17A(bX3XA)  of  the  Act. 
“Section  17A(bX3XF)  of  the  Act. 
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significant  segments  of  securities 
clearance  and  settlement  are  carried 
out  and  controlled  through  automatic 
data  processing  ("ADP”),  the  term 
“safeguards”  also  comprises  the  criti¬ 
cal  clearing  agency  management  func¬ 
tion  of  ensuring  the  integrity  and  ac¬ 
curacy  of  ADP  operations. 

The  Commission  believes  that  clear¬ 
ing  agency  safeguards  should  antici¬ 
pate  and  be  designed  to  provide  pro¬ 
tection  against  the  possibility  of  theft, 
accidental  or  malicious  destruction  or 
loss  of  securities  or  funds,  and  acciden¬ 
tal  or  intentional,  but  unauthorized, 
modification,  disclosure  or  destruction 
of  data.*0 

Although  the  Commission  has  previ¬ 
ously  evaluated  clearing  agency  safe¬ 
guards  in  connection  with  the  18- 
month  registrations  of  clearing  agen¬ 
cies  granted  pursuant  to  subsection  (c) 
of  17  CFR  240.17Ab2-l,  the  increasing 
interdependence  of  the  components  of 
the  national  clearing  system  require 
that  the  Commission  reexamine  those 
determinations  during  its  current  reg¬ 
istration  proceedings.  The  ensuing  dis¬ 
cussion  describes  the  standards  which 
the  Commission  proposes  to  apply 
during  its  review  of  clearing  agency 
safeguards.41  The  Commission  solicits 
comment  on  the  appropriateness  of 
the  revised  proposed  standards  in 
achieving  their  intended  goals  and  on 
any  burdens  or  expense  the  proposed 
standards  may  occasion. 

A.  ORGANIZATION 

In  the  Release,  the  Commission  indi¬ 
cated  that  it  believed  that  clearing 
agencies  should  be  organized  in  a 
manner  that  effectively  establishes 
operational  and  audit  controls  while 
promoting  evolving  concepts  of  direc¬ 
tor  independence.  The  Commission  in¬ 
dicated  its  belief  that  the  framework 
for  ongoing  and  independent  review  of 
operational  and  audit  actions  could  be 
provided  by  the  establishment  of  an 
operations  committee  and  audit  com¬ 
mittee  of  the  board  of  directors,  com¬ 
posed  in  each  case  of  independent  di¬ 
rectors,  and  supported  by  two  staff  de¬ 
partments— a  security  department,  re¬ 
porting  to  the  operations  committee, 
and  an  internal  audit  department,  re- 


“See  e.g.,  Courtney,  “A  Systematic  Ap¬ 
proach  to  Data  Security,”  National  Bureau 
of  Standards  Special  Publication  404,  “Ap¬ 
proaches  to  Privacy  and  Security  in  Com¬ 
puter  Systems”,  29  (September  1974)  [avail¬ 
able  from  Sup.  of  Doc.  U.S.  Government 
Printing  Office.  Washington,  D.C.  20402,  SD 
Cat.  No.  C13.10.404  ($1.45)1. 

“To  the  extent  that  any  of  the  clearing 
agencies’  processing  or  ADP  functions  are 
carried  out  by  a  facilities  manager,  the 
clearing  agency  must  asssure  itself  that  the 
facilities  manager  complies  with  all  of  the 
safeguards,  as  appropriate,  set  forth  in  the 
section  on  “Safeguarding  of  Securities  and 
Funds  and  Prompt  and  Accurate  Clearance 
and  Settlement  of  Securities  Transactions.” 


porting  to  the  audit  committee.  After 
describing  certain  desirable  character¬ 
istics  and  functions  of  each  committee 
and  its  staff,4*  the  Commission  re¬ 
quested  comment  on  the  need  for,  and 
desirable  characteristics  of,  operations 
and  audit  committees  for  clearing 
agencies.  Numerous  comments  were 
received,  and  while  they  were  diverse 
in  substance,  the  overriding  theme  was 
a  desire  for  flexibility 

Operations  Committee 

Several  commenters  felt  that  the  op¬ 
erations  committee  was  not  needed  be¬ 
cause  it  was  duplicative  of  manage¬ 
ment’s  responsibilities  and  because  the 
board  evaluates  the  adequacy  of  man¬ 
agement’s  performance.  While  some 
commenters  supported  the  objectives 
of  the  operations  committee,  virtually 
all  the  commenters  suggested  the  need 
for  flexibility  in  permitting  clearing 
agencies  to  develop  their  own  organi¬ 
zational  structure.4*  The  Commission 
believes  that  an  integral  part  of  a 
clearing  agency  board’s  oversight  re¬ 
sponsibilities  is  to  assure  the  oper¬ 
ational  capabilities  of  the  clearing 
agency.  In  order  to  perform  this  over¬ 
sight  responsibility,  the  board  must  be 
informed  about  the  clearing  agency’s 
operations.  The  board’s  oversight  re¬ 
sponsibility  does  not  mitigate  manage¬ 
ment’s  responsibilities  to  assure  on  an 
ongoing  basis  the  integrity  and  oper¬ 
ational  capabilities  of  the  clearing 
agency’s  operations.  Therefore,  the 
Commission  believes  that  it  is  not  nec¬ 
essary  for  a  clearing  agency  to  specifi¬ 
cally  create  an  operations  committee 
or  supporting  staff  to  perform  such 
functions.  Rather,  the  Commission  is 
concerned  that  the  clearing  agency’s 
board  of  directors  and  management  ef¬ 
fectively  carry  out  these  responsibil¬ 
ities. 

The  Commission  believes,  among 
other  things,  that  management  should 
perform  periodic  risk  assessments  of 
the  clearing  agency’s  ADP  facilities,44 
and  provide  the  board  or  its  designee, 
such  as  a  board  committee,  with  the 
risk  assessment  reports.  Management 
must  supervise  the  establishment, 
maintenance  and  updating  of  safe¬ 
guards  and  report  periodically  to  the 
board  or  its  designees. 

The  Commission  also  believes  that  a 


«See  Securities  Exhange  Act  Release  No. 
13584,  pp.  32-36  for  a  discussion  of  the  char¬ 
acteristics  and  functions  of  each  committee 
and  its  staff. 

“Some  commenters  suggested  that  only 
an  audit  committee  having  the  combined 
functions  of  the  operations  and  audit  com¬ 
mittees  is  necessary. 

“See,  e.g.,  S.  Reed.  “Automatic  Data  Pro¬ 
cessing  Risk  Assessment”  (Interim  Doc- 
ment— March  1977)  [prepared  by  the  Sys¬ 
tems  Architecture  Section,  Systems  and 
Software  Division,  Institute  for  Computer 
Sciences  &  Technology,  National  Bureau  of 


clearing  agency  must  continually  con¬ 
sider  the  impact  that  new  or  expanded 
services  would  have  on  the  clearing 
agency’s  processing  capacity. 


Audit  Committee 

In  the  Release,  the  Commission  indi¬ 
cated  that  it  expected  that  the  clear¬ 
ing  agency’s  audit  committee  would 
select  the  agency’s  independent  public 
accountant  and  would  meet  with  it 
before  and  after  any  examination. 
Generally,  the  commenters  did  not 
raise  any  objections  to  the  need  for  an 
audit  committee.  However,  one  com- 
menter  indicated  that  the  composition 
and  operation  of  audit  committees  are 
matters  of  board  judgment.  Other 
commenters  indicated  that  the  inde¬ 
pendent  public  accountants  should  be 
selected  by  the  clearing  agency’s  board 
of  directors  or  shareholders  instead  of 
the  audit  committee.  Other  com¬ 
menters  were  concerned  over  the  fre¬ 
quency  with  which  the  committee  and 
the  clearing  agency’s  independent 
public  accountant  would  be  expected 
to  meet.  Having  considered  the  com¬ 
ments,  the  Commission  believes  that 
clearing  agencies  should  establish  an 
audit  committee44  which  either  selects 
the  auditor  or  makes  a  recommenda¬ 
tion  to  the  board  regarding  the 


Standards,  Washington,  D.C.  20234,  avail¬ 
able  from  the  National  Technical  Informa¬ 
tion  Service  (“NTIS”),  Springfield,  Virginia 
22151  ($4.00)1;  R.  Courtney,  “Security  Risk 
Assessment  in  Electronic  Data  Processing 
Systems”  (Revised  ed.  December  1975) 
(available  from  IBM  Corporation,  P.O.  Box 
390,  Poughkeepsie,  N.Y.  12602),  reprinted  in 
Committee  on  Government  Operations, 
United  States  Senate,  “Problems  Associated 
with  Computer  Technology  in  Federal  Pro¬ 
gram  and  Private  Industry”,  181  (June 
1976). 

*5The  Commission  has  long  urged  the  for¬ 
mation  of  audit  committees,  composed  of 
outside  directors,  to  participate  in  arranging 
corporate  audits.  Accounting  Series  Release 
No.  19  (December  5,  1940).  In  1972,  the 
Commission  specifically  endorsed  the  estab¬ 
lishment  by  all  publicly-held  companies  of 
audit  committees  composed  of  outside  direc¬ 
tors.  Securities  Exchange  Act  Release  No. 
9548  (March  23,  1972),  37  FR  6850  (April  5. 
1972).  In  1974,  the  Commission  reiterated  its 
support  of  audit  committees  by  amending 
its  rules  to  require  disclosure  in  proxy  state¬ 
ments  of  the  existence  or  absence  of  audit 
committees.  Securities  Exchange  Act  Re¬ 
lease  No.  11147  (December  20,  1974),  40  FR 
1012  (January  6,  1975).  The  Commission  re¬ 
cently  supported  this  concept  in  its  “Report 
to  the  President  on  Regulatory  Reform” 
(October  5,  1976). 

On  January  6,  1977,  the  Board  of  Direc¬ 
tors  of  the  New  York  Stock  Exchange  Inc. 
(the  “NYSE”)  adopted  Rule  2495H,  “Audit 
Committee  Policy”  requiring  issuers  of  secu¬ 
rities  to  establish  no  later  than  June  30, 
1978,  and  thereafter  maintain  an  audit  com¬ 
mittee  composed  of  outside  directors  as  a 
condition  to  listing  and  continued  listing  of 

(Continued) 
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hiring4*  of  the  clearing  agency’s  Inde¬ 
pendent  public  accountant. 

With  regard  to  the  frequency  of 
meetings,  the  Commission’s  principal 
concern  is  that  there  be  an  open  and 
free-flowing  communication  between 
the  independent  public  accountants 
and  the  audit  committee,  as  to  the 
scope  and  results  of  examinations. 
Therefore,  the  Commission  does  not 
intend  to  require  the  audit  committee 
to  meet  with  its  public  accountants  a 
prescribed  number  of  times  each  year. 
Rather,  the  Commission  expects  that 
such  meetings  will  take  place  as  often 
as  may  be  necessary  to,  among  other 
things,  establish  the  scope  of  all  ex¬ 
aminations  for  that  year  and  to  dis¬ 
cuss  the  results  of  all  examinations. 

With  regard  to  the  composition  of 
the  audit  committee, 41  a  number  of 
commenters  expressed  concern  with 
the  Commission’s  proposed  qualifica¬ 
tions  for  membership  on  the  commit¬ 
tee.4*  One  commenter  suggested  that 
only  the  majority  of  the  audit  commit¬ 
tee  be  independent  and  that  a  clearing 
agency  officer  be  included  on  the  com¬ 
mittee.  Another  commenter  was  con¬ 
cerned  that  committees  of  indepen¬ 
dent  directors4*  would  have  interests 
inconsistent  with  that  of  equity  share¬ 
holders.  One  commenter  suggested 
that  an  audit  committee  should  not  be 
denied  the  expertise  of  an  individual 
board  member  who  is  affiliated  with  a 
self-regulatory  organization  which 
owns  an  interest  in  the  clearing 
agency.  Other  commenters  indicated 
that  clearing  agency  directors  may  not 
have  sufficient  time  or  the  technical 
expertise  necessary  to  adequately  dis¬ 
charge  the  audit  committee’s  responsi¬ 
bilities. 

The  Commission  believes  that  a 
board  member  who  is  an  officer  or  di- 


( Continued) 

the  issuers’  securities  on  the  Exchange.  Sub¬ 
sequently,  the  Commission  wrote  the  other 
registered  national  securities  exchanges  sug¬ 
gesting  that  they  adopt  rules  comparable  to 
NYSE  Rule  2495H. 

44  In  the  case  of  a  wholly-owned  subsidiary 
clearing  agency  of  a  publicly-held  company 
which  has  an  audit  committee  composed  of 
outside  directors  that  recommends  the  se¬ 
lection  of  the  independent  public  accoun¬ 
tant  to  the  board  of  the  parent  company 
and  all  its  subsidiaries,  the  decision  of  the 
parent  company  will  be  binding  on  the  sub¬ 
sidiary  clearing  agency.  However,  the  audit 
committee  of  the  subsidiary  clearing  agency 
should  meet  with  the  independent  public  ac¬ 
countant  regarding  the  scope  and  results  of 
examinations  of  the  clearing  agency. 

”  Since  the  Commission  is  not  specifically 
requiring  an  operations  committee,  this  dis¬ 
cussion  is  limited  to  the  composition  of  the 
audit  committee. 

44  See  p.  36  of  Securities  Exchange  Act  Re¬ 
lease  No.  13584  for  a  description  of  the  pro¬ 
posed  qualifications  for  membership  on  the 
committee. 

44  In  this  release,  the  term  “non-manage¬ 
ment  directors”  will  be  used  in  lieu  of  the 
term  “independent  directors”  since  the 
former  term  describes  more  precisely  the 
characteristic  sought. 


rector  of  an  entity  which  is  affiliated 
with  the  clearing  agency  is  in  a  man¬ 
agement  related  role  and  cannot  serve 
on  a  clearing  agency’s  audit  commit¬ 
tee.  Since  a  principal  audit  committee 
responsibility  is  to  advise  on  a  timely 
basis  the  full  board  of  directors  of  any 
significant  matters  which  come  to 
their  attention,  the  Commission  does 
not  feel  that  there  is  a  demonstrated 
need  for  audit  committee  representa¬ 
tion  of  management  related  directors. 

In  view  of  the  comments  received, 
the  Commission  is  inclined  to  require 
that  clearing  agencies  have  an  audit 
committee  which  would  be  composed 
of  non-management  directors.1*  Of 
course,  the  Commission  believes,  that 
an  audit  committee  should  have  mem¬ 
bers  who  would  devote  sufficient  time 
to  the  work  of  the  committee  and  who 
are  qualified  to  discharge  effectively 
the  committee’s  responsibilities.*1 

The  Commission  anticipates  that 
the  clearing  agency’s  internal  audit  de¬ 
partment  would  be  adequately  staffed 
with  qualified  personnel,41  would 
maintain  independence  and  objectivity 
in  the  performance  of  its  duties  and 
periodically  would  report  to  the  audit 
committee  in  addition  to  performing 
its  on-going  responsibility  to  manage¬ 
ment.  The  Commission  believes  an  in¬ 
ternal  audit  department’s  effective¬ 
ness  would  depend  on  its  ability  to  act 


44  The  Commission  is  inclined  to  the  view 
that  a  director  is  non-management  for  the 
purpose  of  serving  on  a  clearing  agency 
audit  committee  if  the  director  is  not  associ¬ 
ated  with  the  clearing  agency  (in  other  than 
a  user  capacity),  any  self-regulatory  organi¬ 
zation  affiliated  with  the  clearing  agency  or 
any  entity  which  furnishes  services  to  the 
clearing  agency  and  is  free  from  any  other 
relationship  that,  in  the  opinion  of  the 
clearing  agency’s  board  of  directors,  would 
interfere  with  the  director’s  exercise  of  in¬ 
dependent  judgment. 

"The  Commission  believes  that  if  a  clear¬ 
ing  agency’s  audit  committee  does  not  have 
the  prerequisite  technical  expertise  neces¬ 
sary  or  time  to  devote  to  carrying  out  its  re¬ 
sponsibility  it  may  form  a  subcommittee 
composed  of  participants  who  possess  the 
technical  expertise,  could  devote  the  neces¬ 
sary  time  and  who  would  meet  the  non¬ 
management  criteria  described  in  fn.  50  to 
advise  the  audit  committee. 

"The  ADP  environment  of  a  clearing 
agency  dictates  that  an  internal  audit  de¬ 
partment’s  staff  possess,  in  addition  to  suffi¬ 
cient  technical  training  and  proficiency  in 
accounting  and  auditing,  expertise  in  ADP 
application  of  accounting  and  auditing  to 
perform  internal  audit  functions  competent¬ 
ly.  See  e.g..  Institute  of  Internal  Auditors, 
Inc.  (the  "HA”)  research  project  report, 
"Systems  Auditability  and  Control”  (April 
1977),  which  discusses  the  growing  signifi¬ 
cance  of  ADP  operations  to  the  internal 
audit  function;  the  report  is  contained  in  3 
volumes— “Executive  Report,  Data  Process¬ 
ing  Control  Practices  and  Data  Processing 
Audit  Practices  Report”— (available  from 
William  E.  Perry,  Director  of  ADP  and  Re¬ 
search,  HA,  Altamonte  Springs,  Fla.  32701 
($30)). 


as  a  separate  level  of  control,  review¬ 
ing  during  development  the  clearing 
agency’s  system  of  Internal  accounting 
control**  and,  thereafter.  In  the  evalu¬ 
ations  of  the  system  in  operation. 

B.  FINANCIAL  REPORTS 

In  the  Release,  the  Commission  pro¬ 
posed  to  require  clearing  agencies  to 
have  available,  within  60  days  after 
the  close  of  each  fiscal  year,  unconsoli¬ 
dated  audited  annual  financial  state¬ 
ments  which  would  disclose  clearing 
system  balances  and  positions,  would 
be  prepared  in  accordance  with  gener¬ 
ally  accepted  accounting  principles 
and  would  be  covered  by  the  report  of 
its  independent  public  accountant.*4 
The  report  would  also  include  a  man¬ 
agement  discussion.  The  clearing 
agency  would  also  be  required  to  fur¬ 
nish  copies  of  the  annual  financial 
statements  to  participants. 

Numerous  commenters  suggested 
that  annual  audited  financial  state¬ 
ments  should  not  have  to  be  available 
until  90  days  following  the  close  of  the 
clearing  agency’s  fiscal  year.  They 
noted  that  public  corporations  are  re¬ 
quired  to  have  available  annual  finan¬ 
cial  statements  within  90  days.  In  pro¬ 
posing  60  days,  the  Commission  con¬ 
sidered  that  a  clearing  agency’s  oper¬ 
ations  were  more  analogous  to  that  of 
the  broker-dealer  than  the  issuer  com¬ 
munity.  Therefore,  the  60  day  period 
provided  in  17  CFR  240.17a-5(d)(5) 
under  the  Act  for  broker-dealers  was 
used  as  a  guideline,  and  the  Commis¬ 
sion  continues  to  believe  that  60  days 
is  appropriate. 

Some  commenters  felt  that  the 
annual  financial,  statements  should  be 
for  board  use  only,  while  other  com¬ 
menters  favored  full  disclosure  to  par¬ 
ticipants.  The  Commission  believes 


"This  would  provide  assurance  that  the 
system  would  provide  for  an  audit  trail  and 
contain  adequate  controls  for  the  safeguard¬ 
ing  of  participants’  funds  and  securities.  Ad¬ 
ditionally,  early  involvement  in  the  develop¬ 
ment  of  the  clearing  agency’s  system,  in¬ 
cluding  ADP  systems,  provides  assurance 
that  the  safeguards  of  securities,  funds  and 
data  control  discussed  at  pages  73-77  will  be 
functional. 

"The  financial  statements  would  also  con¬ 
tain  the  following  additional  financial  data: 
(1)  A  statement  of  changes  in  the  balance 
and  composition  of  the  clearing  agency’s 
clearing  or  participants’  fund,  presented  in  a 
fashion  similar  to  that  commonly  used  to 
present  changes  in  equity;  (2)  a  footnote  de¬ 
scribing  any  use  made  of  the  balance  in  the 
clearing  or  participants’  fund  during  the 
year,  (3)  a  schedule,  covered  by  the  same 
report  of  the  independent  public  accountant 
as  the  basic  financial  statements,  setting 
forth  revenues  by  significant  fee  sources 
and  the  direct  and  indirect  expenses  related 
to  each  fee  source;  and  (4)  a  footnote  de¬ 
scribing  Indirect  expenses  and  methods  used 
in  allocating  indirect  expenses  to  significant 
fee  sources. 


FEDERAL  REGISTER,  VOL  43,  NO.  48— FRIDAY,  MARCH  10,  1978 


PROPOSED  RULES 


10297 


that  participants  who  have  made 
clearing  fund  contributions,  deposited 
securities,  and  have  money  and/or  se¬ 
curities  in  the  clearing  agency’s 
system  should  have  timely  access  to 
audited  annual  financial  statements. 

One  commenter  stated  that  the 
annual  audited  financial  statements 
should  be  consolidated  while  another 
commentor  suggested  that  both  con¬ 
solidated  and  unconsolidated  state¬ 
ments  be  presented.  The  Commission 
believes  that  presentation  of  unconso¬ 
lidated  financial  statements  would  be 
an  informative  disclosure  of  the  clear¬ 
ing  agency’s  operations.  Consolidated 
statements  would  only  be  meaningful 
if  the  subsidiary  entity’s  assets  could 
be  reached  for  satisfying  the  parent 
creditors  or,  if  the  subsidiary’s  credi¬ 
tors  could  attach  any  of  the  parent’s 
assets.  If  such  is  the  case,  the  Commis¬ 
sion  believes  that  consolidated  finan¬ 
cial  statements  would  be  meaningful 
to  participants  and  should  be  provided 
to  participants  along  with  the  uncon¬ 
solidated  financial  statements.  The 
Commission  has  also  determined  not 
to  require  a  management  discussion  in 
the  annual  report  since  the  Commis¬ 
sion  believes  that  clearing  agency 
management  currently  informs  its  par¬ 
ticipants  of  changes  and  developments 
in  its  operations. 

Several  commenters  requested  clari¬ 
fication  of  the  term  “clearing  system 
balances  and  positions.’’  This  term  is 
not  meant  to  include  participant  secu¬ 
rities  held  in  custody  by  a  depository. 
This  term  was  meant  to  include  the 
components  of  a  continuous  net  settle¬ 
ment  system  short  and  long  valued  po¬ 
sitions  which  the  Commission  believes 
would  be  a  meaningful  disclosure  since 
the  clearing  agency  stands  in  the 
middle  of  such  transactions. 

Most  commenters  objected  strenous- 
ly  for  many  reasons  to  presenting  in 
the  annual  audited  financial  state¬ 
ments  a  schedule  of  revenues  by  sig¬ 
nificant  fee  sources  and  the  direct  and 
indirect  expenses  related  to  each  fee 
source  and  a  footnote  describing  indi¬ 
rect  expenses  and  methods  used  in  al¬ 
locating  indirect  expenses  to  signifi¬ 
cant  fee  sources.  The  Commission 
agrees  that  the  annual  audited  finan¬ 
cial  statements  need  not  contain  this 
information. 

Some  commenters  suggested  that 
the  proposed  statement  of  changes  in 
the  balance  and  composition  of  the 
clearing  agency’s  participants  fund  is 
redundant  since  adequate  disclosure 
currently  exists  in  clearing  agency  fi¬ 
nancial  statements.  The  Commission  is 
inclined  to  believe  that,  to  the  extent 
adequate  disclosure  exists,  the  pro¬ 
posed  statement  is  unnecessary. 
Therefore,  the  Commission  will  not  re¬ 
quire  such  a  statement  in  the  audited 
annual  financial  statement  at  this 
time. 

One  commenter  presumed  that  the 
proposed  disclosure  of  any  uses  made 


of  the  balance  in  the  clearing  or  par¬ 
ticipants’  fund  referred  only  to 
charges  to  such  fund  to  cover  losses 
other  than  to  satisfy  a  loss  attribut¬ 
able  to  a  participant  solely  from  that 
participant’s  clearing  fund  deposit. 
The  Commission  did  not  intend  that 
the  disclosure  be  of  such  a  limited 
scope.  Rather,  the  Commission  in¬ 
tends  that  the  disclosure  contain  in¬ 
formation  as  to  any  uses  for  which  the 
clearing  agency  employs  such  bal¬ 
ances,  in  addition  to  any  charges  to 
the  fund.  The  Commission  believes 
that  such  disclosure  is  appropriate  in 
the  financial  statements. 

Accordingly,  a  clearing  agency 
should  have  available,  within  60  days 
following  the  close  of  the  clearing 
agency’s  fiscal  year,  unconsolidated 
audited  annual  financial  statements  ** 
which  would  be  prepared  in  accor¬ 
dance  with  generally  accepted  ac¬ 
counting  principles  and  would  be  cov¬ 
ered  by  the  report  of  its  independent 
public  accountant. 

In  the  Release,  the  Commission  indi¬ 
cated  that  it  proposed  to  require  clear¬ 
ing  agencies  to  have  available  unaudit¬ 
ed  quarterly  financial  statements 
within  30  days  following  the  close  of 
each  fiscal  quarter,  prepared  in  accor¬ 
dance  with  generally  accepted  ac¬ 
counting  principles  and  subject  to  a 
limited  review  conducted  in  accor¬ 
dance  with  generally  accepted  audit¬ 
ing  standards  by  its  independent 
public  accountant  who  would  state  the 
basis  of  the  limited  review.  The  quar¬ 
terly  financial  statements  would  con¬ 
sist  of:  (i)  A  statement  of  financial  po¬ 
sition  as  of  the  end  of  the  most  recent 
fiscal  quarter  and  as  of  the  end  of  the 
corresponding  period  of  the  preceding 
fiscal  year;  (ii)  a  statement  of  changes 
in  financial  position  for  the  period  be¬ 
tween  the  end  of  the  last  fiscal  year 
and  the  end  of  the  most  recent  fiscal 
quarter  and  for  the  corresponding 
period  of  the  preceding  fiscal  year; 
and  (iii)  a  condensed  statement  of  re¬ 
sults  of  operations  for  the  most  recent 
fiscal  quarter  and  for  the  period  be¬ 
tween  the  end  of  the  last  fiscal  year 
and  the  end  of  the  most  recent  fiscal 
quarter,  and  for  corresponding  periods 
of  the  preceding  fiscal  year.  The  quar¬ 
terly  statements  would  be  accompa¬ 
nied  by  a  management’s  discussion 
and  analysis  of  significant  financial 
and  operating  developments  during 
the  period  reported  on.  In  the  Release, 
the  Commission  proposed  that  the 
quarterly  financial  statements  be  fur¬ 
nished  to  participants. 

Many  commenters  felt  that  the  pro¬ 
posed  limited  review  of  quarterly  fi¬ 
nancial  statements  by  an  independent 
public  accountant  was  unnecessary 
and  not  cost  justified.  Based  on  the 


" See  discussion  at  pp.  61-62  as  to  those 
circumstances  in  which  consolidated  finan¬ 
cial  statements  would  be  appropriate. 


comments,  the  Commission  is  current¬ 
ly  inclined  to  accept  the  assertions 
that  a  need  has  not  yet  been  demon¬ 
strated. 

While  one  commenter  suggested 
that  the  quarterly  financial  statement 
should  not  be  required  to  be  available 
until  45  days  following  the  close  of 
each  fiscal  quarter,  one  commenter 
stated  that  30  days  was  appropriate 
and  is  now  being  met  by  the  com¬ 
menter.  One  commenter  suggested 
that  semi-annual  interim  financial 
statements  would  be  sufficiently  fre¬ 
quent  but  several  other  commentors 
believed  quarterly  statements  were  ap¬ 
propriate.  The  Commission  believes 
that  quarterly  financial  statements 
should  be  made  available  on  as  timely 
a  basis  as  practicable. "  Currently,  the 
broker-dealer  community  is  required 
to  file  financial  data  within  17  days  of 
the  end  of  each  calendar  quarter,*7 
and  the  Commission  believes  that  a  30- 
day  requirement  appears  to  be  reason¬ 
able  for  clearing  agencies. 

Some  commenters  objected  to  the 
furnishing  of  quarterly  financial  state¬ 
ments  to  participants.  Because  partici¬ 
pants  have  clearing  fund  deposits, 
cash  and/or  securities  in  the  clearing 
agency  system,  the  Commission  be¬ 
lieves  that  at  a  minimum  the  clearing 
agency  should  advise  its  participants 
that  quarterly  statements  are  avail¬ 
able  and  will  be  furnished  upon  re¬ 
quest. 

In  the  opinion  of  the  Commission, 
the  preparation  and  availability  of 
annual  and  quarterly  financial  state¬ 
ments  are  fundamental  to  the  ability 
of  a  clearing  agency’s  management 
and  board  of  directors  to  remain  ap¬ 
prised  of  the  clearing  agency’s  finan¬ 
cial  condition  and  the  adequacy  and 
accuracy  of  its  records.  The  availabil¬ 
ity  of  financial  statements  would  assist 
the  Commission  and  other  appropriate 
regulatory  agencies  in  the  discharge  of 
their  regulatory  responsibilities.  The 
Commission  believes  that  annual  fi¬ 
nancial  statements  prepared  by  clear¬ 
ing  agencies  should  promptly  be  fur¬ 
nished  and  that  quarterly  financial 
statements  should  be  made  available 
to  the  clearing  agencies’  participants 
for  the  reasons  discussed  earlier. 

c.  INTERNAL  ACCOUNTING  CONTROL 
REPORTS 

In  the  Release,  the  Commission 
stated  that  it  believes  the  establish¬ 
ment  and  maintenance  of  an  adequate 
system  of  internal  accounting  control 
is  critical  to  the  safety  and  accuracy  of 
clearing  agency  operations.  Although 
the  objectives  of  internal  accounting 
control  are  familiar  to  the  business 
community  and  presumably  would  be 


“The  quarterly  statements  need  not  con¬ 
tain  a  management  discussion  and  analysis. 
•’17  CFR  240.17a-5(a)(2)(ii)  and  (iii). 


FEDERAL  REGISTER,  VOL  43,  NO.  48— FRIDAY,  MARCH  10,  1978 


10298 


PROPOSED  RULES 


viewed  by  a  clearing  agency’s  directors 
as  a  fundamental  aspect  of  manage¬ 
ment’s  responsibilities,1*  the  Commis¬ 
sion  believes  that,  in  order  to  evaluate 
the  adequacy  of  a  clearing  agency’s 
system  of  internal  accounting  control, 
the  agency’s  board  of  directors  should 
have  available  an  examination  report 
on  the  system  of  internal  accounting 
control  rendered  by  a  qualified  and  in¬ 
dependent  source. 

In  the  Release,  the  Commission 
stated  that  it  was  inclined  to  require 
that  a  clearing  agency  obtain  semi-an¬ 
nually  an  examination  report  pre¬ 
pared  by  an  independent  public  ac¬ 
countant  on  the  clearing  agency’s 
system  of  internal  accounting  control. 
In  the  Release,  the  Commission  indi¬ 
cated  that  the  accountant’s  report 
should  be  based  on  an  examination 
made  for  the  sole  purpose  of  issuing 
its  report  on  the  system  of  internal  ac¬ 
counting  control  and  would  consist  of 
a  study,  including  a  review  of  the 
system  and  tests  of  compliance,  and  an 
evaluation.  The  examination  would  in¬ 
clude  all  procedures  necessary  under 
the  circumstances  to  enable  the  inde¬ 
pendent  public  accountant  to  express 
an  opinion  thereon  and  would  be  suffi¬ 
cient  in  scope  to  provide  reasonable  as¬ 
surance  that  any  material  weakness 
existing  or  found  to  have  existed  since 
the  previous  semi-annual  examination 
report  would  be  disclosed.  The  accoun¬ 
tant’s  report  would  describe  any  mate¬ 
rial  weaknesses  discovered  and  any 
corrective  action  taken,  or  being 
taken,  by  the  clearing  agency.  If  the 
examination  did  not  disclose  any  ma¬ 
terial  weaknesses,  the  report  would  so 
state. 

In  the  Release,  the  Commission 
stated  that  the  availability  of  such  ex¬ 
amination  reports,  in  addition  to  pro- 

“In  proposed  Rule  13b- 2.  Securities  Ex¬ 
change  Act  Release  No.  13185  (January  19, 
1977)  42  FR  4854  (January  26,  1977),  the 
Commission  proposed  to  adopt  as  a  Commis¬ 
sion  rule  the  American  Institute  of  Certified 
Public  Accountants’  definition  of  account¬ 
ing  control.  Codification  of  Statements  on 
Auditing  Standards  numbers  1  to  15,  section 
320.28  (1977)  (AICPA  Professional  Stan¬ 
dards,  AU  section  320): 

Accounting  control  comprises  the  plan  of 
organization  and  the  procedures  and  records 
that  are  concerned  with  the  safeguarding  of 
assets  and  the  reliability  of  financial  records 
and  consequently  are  designed  to  provide 
reasonable  assurance  that: 

(a)  Transactions  are  executed  in  accor¬ 
dance  with  management’s  general  or  specif¬ 
ic  authorization. 

(b)  Transactions  are  recorded  as  necessary 
(1)  to  permit  preparation  of  financial  state¬ 
ments  in  conformity  with  criteria  applicable 
to  such  statements  and  (2)  to  maintain  ac¬ 
countability  for  assets. 

(c)  Access  to  assets  is  permitted  only  in  ac¬ 
cordance  with  management’s  authorization. 

(d)  The  recorded  accountability  for  assets 
Is  compared  with  the  existing  assets  at  rea¬ 
sonable  intervals  and  appropriate  action  is 
taken  with  respect  to  any  difference. 


tiding  an  essential  tool  for  clearing 
agency  management,  would  aid  the 
Commission  and  other  regulatory 
agencies  in  discharging  their  regula¬ 
tory  responsibilities  with  respect  to 
clearing  agencies.  Also,  because  clear¬ 
ing  agency  participants  have  a  signifi¬ 
cant  interest  in  the  adequacy  of  the 
system  of  internal  accounting  control 
which  protects  their  securities  and 
funds,  the  Commission  stated  it  would 
require  that  the  examination  reports 
be  furnished  to  all  participants 
promptly  after  the  reports  become 
available  to  the  clearing  agency. 

Numerous  comments  were  received 
on  the  topics  of  distribution  and  fre¬ 
quency  of  internal  accounting  control 
reports.  Most  commenters  recom¬ 
mended  that  the  report  be  prepared 
only  on  an  annual  basis.11  One  com- 
menter  assumed  that  the  report  would 
be  prepared  in  accordance  with  the 
American  Institute  of  certified  Public 
Accountants  (“AICPA”)  Codification 
of  Statements  on  Auditing  Standards 
Number  1  to  15  Section  640  entitled 
“Reports  on  Internal  Control”.  A 
number  of  commenters  felt  that  the 
report  should  not  be  distributed  out¬ 
side  the  board  of  directors  and  the 
Commission,  and  one  commenter  sug¬ 
gested  that  it  be  distributed  only  if 
material  inadequacies  exist.  Another 
commenter  suggested  that  material 
weaknesses  should  not  be  disclosed, 
and  still  another  commenter  stated 
that  such  reports  may  be  costly  and 
wasteful. 

In  view  of  the  comprehensive  pro¬ 
gram  of  safeguards  proposed  in  this 
release,  the  Commission  has  deter¬ 
mined  to  require  an  internal  account¬ 
ing  control  report  for  clearing  agencies 
on  an  annual  basis  only,  at  this  time.11 
The  Commission  believes  that  an  in¬ 
ternal  accounting  control  report  of  the 
scope  described  herein  is  appropriate 
because  of  the  significant,  critical  and 
ever-increasing  role  which  clearing 
agencies  play  in  the  securities  process¬ 
ing  industry.  Additionally,  the  Com¬ 
mission  feels  that  a  national  system 
will  not  reach  full  potential  until  addi¬ 
tional  participation  in  clearing  agen¬ 
cies  is  fostered.  The  Commission  be¬ 
lieves  that  one  of  the  most  important 
ways  to  foster  participation  in  a  clear¬ 
ing  environment  is  to  accord  high  visi¬ 
bility  to  the  significant  safeguards 
clearing  agencies  employ,  including  an 
annual  internal  accounting  control  ex¬ 
amination  by  an  independent  public 
accountant. 


"  One  commenter  stated  that  internal  ac¬ 
counting  control  systems  do  not  lose  their 
validity  once  established  and  a  review  of  in¬ 
ternal  accounting  control  more  frequently 
than  once  a  year  would  be  costly  to  smaller 
clearing  agencies. 

**However,  this  would  not  preclude  a 
clearing  agency  from  having  reports  pre¬ 
pared  more  frequently. 


This  examination  would  consist  of  a 
study,  including  a  review  of  the  system 
and  tests  of  compliance,  and  an  evalu¬ 
ation.  The  scope  of  the  examination 
shall  be  sufficient  to  provide  reason¬ 
able  assurance  that  any  material  inad¬ 
equacies  existing  at  the  date  of  the  ex¬ 
amination  or  which  had  existed  since 
the  last  examination  would  be  dis¬ 
closed.  This  scope  is  broader  than  that 
of  the  examination  described  in  Sec¬ 
tions  320  and  640  of  the  "Codification 
of  Statements  on  Auditing  Standards” 
of  the  AICPA.  The  accountant’s 
report  shall  describe  any  material  in¬ 
adequacies  found  to  exist  or  found  to 
have  existed  since  the  date  of  the  pre¬ 
vious  examination.  The  report  shall 
indicate  any  corrective  action  taken  or 
proposed.  If  the  examination  did  not 
disclose  any  material  inadequacies  the 
report  shall  so  state. 

The  examination  report  may  be 
issued  on  any  predetermined  regular 
annual  basis  which  the  clearing 
agency  may  select:  Provided,  The 
scope  of  the  examination  conforms 
with  that  set  forth  above. 

Additionally,  the  Commission  be¬ 
lieves  that  the  internal  accounting 
control  report  need  not  contain  all  the 
detailed  information  which  an  accoun¬ 
tant’s  management  letter  may  contain 
except  to  the  extent  any  material  in¬ 
adequacies  are  disclosed. 

D.  SECURITIES,  FUNDS  AND  DATA  CONTROLS 

The  Release  noted  that  the  Commis¬ 
sion’s  experience  with  this  aspect  of 
clearing  agency  controls  has  led  it  to 
conclude  that  it  is  useful  to  analyze 
safeguards  in  terms  of  two  principal 
objectives:  (i)  Prevention,  including 
physical  security,  data  and  software 
integrity,  and  internal  accounting  con¬ 
trol,  discussed  above,  and  (11)  recovery, 
including  contingency  planning  and 
insurance. 

Prevention 

In  the  Release,  the  Commission 
noted  that  the  securities  industry  has 
had  substantial  experience  with  proce¬ 
dures  for  the  physical  safeguarding  of 
securities  and  funds  in  vaults,  in  funds 
handling  areas  and  while  in  transit.  In 
the  relatively  new  area  of  ADP  oper¬ 
ations,  however,  the  Release  noted 
that  a  consensus  on  the  necessary  ele¬ 
ments  of  physical  security  is  still 
evolving."  The  Release  stated  that 
while  the  Commission  recognizes  the 
need  for  flexibility  in  the  design  and 
implementation  of  security  systems, 
on  a  more  general  level,  the  Commis- 

See  e.g.,  the  discussion  of  ADP  physical 
security  contained  in  the  National  Bureau 
of  Standards  Federal  Information  Process¬ 
ing  Standards  Publication  31.  “Ouidellnes 
for  Automatic  Data  Processing,  Physical  Se¬ 
curity  and  Risk  Management,’’  June  1974, 
[available  from  National  Technical  Infor¬ 
mation  Service,  5285  Port  Royal  Road, 
Springfield,  Va.  22161  ($3.50)1. 
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sion  would  expect  each  clearing  agen¬ 
cy’s  plan  for  physical  security  to  in¬ 
clude,  both  for  the  maintenance  and 
processing  of  securities  and  funds  and 
for  the  ADP  operation,  such  tradition¬ 
al  security  measures  as:  Access  control 
on-site,  off-site  and  in-transit;  written 
procedures  detailing  steps  involved  in 
handling  funds  and  securities;  mainte¬ 
nance  of  an  orderly  and  secure  work¬ 
ing  environment;  and  early  warning 
systefns  and  disaster  procedures  re¬ 
sponsive  to  fire,  natural  disasters,  and 
intrusion. 

The  Commission  noted  that  it  be¬ 
lieved  the  application  of  convdhtional 
prevention  measures  to  ADP  oper¬ 
ations  should  be  augmented  by  mea¬ 
sures  designed  to  assure  software  in¬ 
tegrity,  such  as  stringent  quality  as¬ 
surance  procedures  (including  pre-im¬ 
plementation  review  and  testing  of 
new  applications,  operating  systems 
and  components),  full  documentation 
of  systems  design  and  modifications, 
periodic  post-implementation  systems 
testing  for  conformity  to  latest  system 
design  specifications  and  for  determin¬ 
ing  adequacy  of  internal  accounting 
controls  and  data  integrity,  and  re¬ 
quirements  for  executive  approval  to 
modify  or  update  software.  In  addi¬ 
tion,  the  integrity  of  data  files  should 
be  verified  periodically. 

Some  commenters  suggested  that 
the  standards  should  not  be  specific 
while  several  commenters  suggested 
minimum  standards  as  appropriate  or 
necessary.  One  commenter  suggested 
that  the  Commission  set  minimum  in¬ 
surance  standards,  leaving  to  the  in¬ 
surer  the  determination  of  minimum 
security  requirements.  The  Commis¬ 
sion  believes  that  the  proposed  pre¬ 
vention  standards  are  appropriate  as 
guidelines  for  clearing  agencies  to 
follow  and  will  provide  for  the  safe¬ 
guarding  of  funds  and  securities. 

RECOVERY 

In  the  Release,  the  Commission 
stated  that  the  recovery  objective  of 
funds,  securities  and  data  controls,  in 
the  Commission’s  opinion,  calls  for  a 
written  contingency  plan,  which  at  a 
minimum  covers:  (1)  preparation  for 
contingencies  through  such  devices  as 
periodic  duplication  and  off-site  stor¬ 
age  of  data  files;  (11)  Off-site  storage  of 
up-to-date,  duplicate  software  files  and 
critical  forms  and  supplies  needed  for 
processing  operations;  (ill)  immediate 
availability  of  software  modifications, 
detailed  procedures,  organization 
charts  and  job  descriptions  for  the 
conduct  of  operations  under  a  variety 
of  possible  contingencies;  and  (iv) 
emergency  mechanisms  for  establish¬ 
ing  and  maintaining  communications 
with  participants  and  other  entities 
participating  in  the  national  clearing 
and  settlement  system.  The  Commis¬ 
sion  would  expect  contingency  plans 
to  be  tested  periodically  to  insure 
their  effectiveness  and  adequacy. 


In  the  Release,  the  Commission  indi¬ 
cated  that  the  recovery  component  of 
clearing  agency  safeguards  should  in¬ 
clude  adequate  insurance  coverage  for 
both  the  clearing  agency’s  operations 
and  the  operations  of  any  sub-custodi¬ 
an,  delivery  service,  or  other  agent 
used  by  a  clearing  agency.  In  the  Re¬ 
lease,  the  Commission  suggested  that 
adequate  insurance  coverage  should  be 
substantially  similar  to  that  afforded 
by  Stockbrokers  Blanket  Bond  Stan¬ 
dard  No.  14  of  the  Surety  Association 
of  America,  currently  in  effect,  aug¬ 
mented  by  errors  and  omissions  insur¬ 
ance,  fire  insurance,  and  such  addi¬ 
tional  insurance  coverage  as  may  be 
desirable  in  view  of  the  kinds  of  risks 
involved  in  the  operation  of  a  clearing 
agency.  The  Commission  requested 
comment  on  the  kinds  and  amounts  of 
insurance  coverage  appropriate  to 
clearing  agency  operations. 

One  commenter  indicated  that  the 
minimum  insurance  requirements 
should  be  related  to  what  is  available. 
A  commenter  noted  that  Standard 
Form  No.  14  may  become  obsolete  and 
that  coverage  should  be  stated  more 
generally.  Another  commenter  sug¬ 
gested  that  Standard  Form  No.  14  may 
be  inadequate.  Most  commenters 
stated  that  errors  and  omissions  cover¬ 
age  may  be  available  only  on  a  limited 
basis  and  is  not  cost  justified.  Another 
commenter  suggested  that  cost  and 
availability  of  insurance  are  factors 
the  board  should  consider  in  determin¬ 
ing  adequacy  of  insurance  coverage 
and  amount. 

The  Commission  believes  that  clear¬ 
ing  agency  management  and  board  of 
directors  should  periodically  review 
the  kinds  of  risks  involved  in  its  busi¬ 
ness  and  the  types  and  amounts  of  in¬ 
surance  coverage  available,  and  there 
should  be  adequate  insurance  in  both 
coverage  and  amount  for  both  the 
clearing  agency’s  operations  and  the 
operations  of  any  sub-custodian,  deliv¬ 
ery  service,  or  other  agent.  With  re¬ 
spect  to  the  other  recovery  standards, 
the  Commission  continues  to  believe 
that  they  are  appropriate  guidelines. 

V.  Obligations  to  Participants 

A.  CLEARING  FUNDS 

In  the  Release,  the  Commission  ex¬ 
pressed  the  belief  that  clearing  agency 
rules  should  limit  the  use  they  make 
of  clearing  fund  contributions,  that, 
generally,  contributions  to  clearing 
funds  may  consist,  in  varying  propor¬ 
tions,  of  cash,  U.S.  Government  obli¬ 
gations,  municipal  bonds,  and  open  ac¬ 
count  indebtedness  secured  by  U.S. 
Government  obligations  and  munici¬ 
pal  bonds,"  and  that  the  cash  portions 

“In  the  Release,  the  Commission  ex¬ 
pressed  the  belief  that  clearing  fund  contri¬ 
butions  should  be  in  a  form  which  permits  a 
clearing  agency  rapidly  to  obtain  cash  equal 
to  the  aggregate  of  all  required  contribu¬ 
tions  to  the  clearing  fund. 


of  clearing  funds  should  be  invested 
only  in  U.S.  Government  obligations. 
In  addition,  the  Commission  expressed 
the  view  that  clearing  funds  should  be 
used  to  protect  clearing  agencies 
against  losses  to  the  clearing  agency  or 
its  participants  caused  by  participant 
default  and  only  under  the  circum¬ 
stances  specified  in  the  clearing  agen¬ 
cies’  rules.  The  Commission  indicated 
that  it  is  inclined  to  require  that  as¬ 
sessments  of  participants  to  a  clearing 
agency’s  clearing  fund  be  limited.  This 
would  create  the  possibility  that  a 
clearing  agency  may  become  insolvent, 
without  first  exhausting  the  resources 
of  other  participants"  through  the  as¬ 
sessment  mechanism  because  of  a  loss 
caused  by,  and  the  subsequent  insol¬ 
vency  of,  one  or  more  participants. 

In  the  Release,  the  Commission  re¬ 
quested  comment  of  the  form  which 
clearing  fund  contributions  should 
take  and,  for  each  form  of  contribu¬ 
tion,  the  relative  proportion  of  a  clear¬ 
ing  fund  it  should  represent.  The 
Commission  also  requested  comment 
and  suggestions  on  methods  for  deter¬ 
mining  the  appropriate  level  of  clear¬ 
ing  fund  contributions  and  for  limiting 
the  effects  of  clearing  fund  assess¬ 
ments.  Furthermore,  the  Commission 
requested  comment  on  whether  clear¬ 
ing  fund  contributions  should  be  avail¬ 
able  for  other  purposes  such  as  to  pro¬ 
tect  participants  against  losses  result¬ 
ing  from  clearing  agency  operations. 

The  commenters  suggested  that  the 
Commission  take  a  flexible  approach. 
A  number  of  commenters  suggested: 

(i)  that  the  forms  of  contribution  to 
the  clearing  fund  should  be  liquid,  and 

(ii)  that  there  is  no  need  to  fix  the  rel¬ 
ative  proportion  of  a  clearing  fund 
which  each  form  of  contribution 
should  take. 

With  respect  to  the  level  of  clearing 
fund  contributions  commenters  sug¬ 
gested  that  it  should  be  determined  by 
the  board  of  directors  of  each  clearing 
agency  in  light  of  the  particular  func¬ 
tions  performed  by  each  clearing 
agency  and  the  particular  risks  inher¬ 
ent  in  its  operations.  Another  com¬ 
menter  indicated  that  no  aboslute 
standard  or  single  formula  should  be 
used  for  all  clearing  agencies  in  calcu¬ 
lating  the  clearing  fund  contributions 
because  of  the  varying  operating  char¬ 
acteristics  of  clearing  agencies. 

With  respect  to  the  types  of  invest¬ 
ment  a  clearing  agency  should  be  al¬ 
lowed  to  make  with  the  cash  portion 
of  clearing  funds,  there  is  a  divergence 
of  opinion.  Some  commenters  ex¬ 
pressed  agreement  with  respect  to  the 
restrictions  proposed  by  the  Commis- 


“In  the  Release,  the  Commission  indicat¬ 
ed  that  it  is  concerned  that  through  the  as¬ 
sessment  mechanism  an  overwhelming  loss 
ultimately  might  exhaust  the  resources  of  a 
number  of  clearing  agency  participants  and 
result  in  their  demise. 
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sion,  with  the  reservation  that  clear¬ 
ing  agencies  should  be  permitted  to 
enter  into  repurchase  arrangements 
with  banks  for  U.S.  Government  obli¬ 
gations.  Other  commenters  main¬ 
tained  that  the  Commission  should 
allow  clearing  agencies  flexibility  in 
dealing  with  clearing  funds.  For  exam¬ 
ple,  one  commeter  stated  that  the 
management  of  a  clearing  agency 
should  be  allowed  to  make  its  own  de¬ 
cisions  after  weighing  factors  such  as 
risk,  rate  of  return,  and  liquidity. 

With  respect  to  the  permissible  uses 
of  clearing  funds,  i.e.,  losses  to  which 
they  could  be  applied,  the  Commission 
received  considerable  comment.  One 
commenter  stated  that  each  clearing 
agency  should  have  the  flexibility  to 
establish  other  legitimate  uses  for  the 
fund,  although  it  should  primarily 
cover  losses  from  participant  defaults. 

Another  commenter  believed  that 
restricting  the  availability  of  the 
funds  to  participant  default  could 
have  an  adverse  effect  upon  the  clear¬ 
ing  agency’s  ability  to  maintain  finan¬ 
cial  stability,  since  a  clearing  agency  is 
exposed  to  risks  that  go  beyond  par¬ 
ticipant  default  and  since  losses  may 
occur  that  either  are  not  insurable  or 
exceed  appropriate  insurance  levels. 

Another  commenter  noted  that  the 
dichotomy  between  limiting  the  clear¬ 
ing  fund  to  losses  caused  by  partici¬ 
pant  default  and  imposing  broad  li¬ 
ability  on  a  depository  for  lost  securi¬ 
ties  in  excess  of  insurance  coverage 
could  result  in  the  depository  having 
to  cover  uninsured  losses  through  cap¬ 
ital  reserves.**  This  commenter  stated 
several  reasons  why  it  believed  devel¬ 
opment  of  capital  reserves  would  be 
inappropriate  and  concluded  that 
other  losses  not  caused  by  participant 
default,  whether  they  are  caused  by 
events  beyond  the  depository’s  control 
or  by  poor  depository  management, 
could  have  a  similar  impact  upon  oper¬ 
ations  of  a  depository  and  should  be 
covered  by  clearing  funds. 

Another  commenter  believed  that 
the  major  purpose  of  the  clearing 
fund  should  be  to  protect  against 
losses  caused  by  participant  defaults 
and  that  the  participant  fund,  as  con¬ 
stituted  at  the  time  of  any  loss  and 
without  further  assessment,  should 
guarantee  the  obligations  of  a  clearing 
agency  to  third  parties.** 

One  commenter  maintained  that,  so 
long  as  the  funds  are  properly  protect¬ 
ed,  they  should  be  available  for  use  for 


••This  commenter  indicated  that  if  a  clear¬ 
ing  fund  is  not  available  to  cover  losses  not 
otherwise  covered  the  depository  must  cease 
operation  and  seek  the  protection  of  a  bank¬ 
ruptcy  proceeding. 

•That  commenter  suggested  that  protec¬ 
tion  should  be  afforded  to  third  parties 
dealing  with  clearing  agencies  and  non-de¬ 
faulting  participants  by  means  of  an  indus¬ 
try-government  backed  fund. 


certain  purposes  that  facilitate  the 
process  of  clearing.  This  commenter 
stated,  however,  that  the  fund  should 
not  be  applied  to  operating  expenses. 
In  the  opinion  of  one  commenter,  on 
the  other  hand,  clearing  fund  contri¬ 
butions  should  not  be  available  for 
purposes  other  than  the  specific  con¬ 
tingencies  for  which  they  were  pro¬ 
vided.  Another  commenter  indicated 
that,  if  the  clearing  agency  is  con¬ 
trolled  by  its  participants,  the  ques¬ 
tion  should  be  left  to  the  board  of  di¬ 
rectors,  acting  under  its  rule*naking 
authority. 

With  respect  to  limitations  on  as¬ 
sessments,  one  commenter  indicated 
that  hanks  might  not  be  able  to  par¬ 
ticipate  in  clearing  agencies  unless  a 
maximum  liability  for  clearing  funds 
and  assessments  is  established.  Other 
commenters  suggested  that  it  is  inap¬ 
propriate  to  establish  an  assessment 
limitation  since  once  a  loss  occurs, 
such  as  a  loss  in  excess  of  insurance 
coverage  and  other  resources,  it  must 
be  absorbed  by  someone  and  through 
the  assessment  mechanism  it  is  ab¬ 
sorbed  by  all  participants  rather  than 
a  limited  number  of  participants  who 
have  a  position  in  that  security.  An¬ 
other  commenter  pointed  out  that  if 
there  were  an  assessment  limitation 
an  insolvent  clearing  agency  might 
settle  on  certain  obligations  to  partici¬ 
pants  and  default  on  others,  creating  a 
ripple  of  defaults  among  participants. 

The  Commission  has  carefully  re¬ 
viewed  the  comments  received  and  has 
amended  its  proposals  in  light  thereof. 
The  Commission  does  not  believe  that 
it  is  appropriate  for  the  Commission 
to  establish  an  appropriate  level  of 
clearing  fund  contributions.  Rather 
the  Commission  believes  that  clearing 
agencies  should  establish  an  appropri¬ 
ate  clearing  fund  contribution  based, 
among  other  things,  on  its  assessments 
of  the  risk  to  which  it  is  subject.  How¬ 
ever,  the  clearing  fund  contribution 
must  be  based  on  a  formula  which  ap¬ 
plies  to  all  users  on  a  uniform,  non-dis- 
criminatory  basis. 

The  Commission  also  believes  that 
the  forms  of  contributions  should  be 
in  cash  and  open  account  indebtedness 
secured  by  United  States  government 
obligations  or  highly  rated  municipal 
bonds  or' such  other  securities  as  the 
rules  of  the  clearing  agency  may  pro¬ 
vide. 

In  the  Release,  the  Commission 
sought  to  emphasize  that  because  par¬ 
ticipant  contributions  to  clearing 
funds  protect  clearing  agencies  against 
specified  contingencies  and  are  re¬ 
turned  when  participants  withdraw 
from  clearing  agencies,  the  rules  of 
clearing  agencies  should  limit  the  use 
that  they  may  make  of  clearing  fund 
contributions.  The  Commission  contin¬ 
ues  to  believe  that  a  clearing  agency 
should  not  use  the  funds  in  a  manner 
that  impairs  their  liquidity  or  exposes 


them  to  unreasonable  risks.  Therefore, 
the  Commission  believes  that  clearing 
agency  rules  should  limit  the  invest¬ 
ments  which  it  can  make  with  the 
cash  portions  of  clearing  fluids  to 
United  States  governmental  obliga¬ 
tions  or  any  securities  which  provide 
safety  and  liquidity  of  the  principal  in¬ 
vested  in  light  of  clearing  agency’s  fi¬ 
duciary  responsibilities  and  are  pro¬ 
vided  for  in  the  rules  of  the  clearing 
agency. 

The  Commission  believes  that  the 
rules  of  the  clearing  agency  should 
limit  the  purposes  for  which  a  clearing 
fund  mky  be  used  to  protecting  par¬ 
ticipants  and  the  clearing  agency  from 
the  defaults  of  other  participants  and 
from  losses  occurring  through  clearing 
agency  operations  (not  including  day- 
to-day  operating  expenses)  such  as 
losses  of  securities  not  covered  by  in¬ 
surance  and  other  resources  of  the 
clearing  agency.  In  addition,  whenever 
the  clearing  fund  is  charged  for  any 
reason  other  than  to  satisfy  a  clearing 
loss  attributable  to  a  participant  solely 
from  that  participant’s  clearing  fund 
deposit,  each  participant  should  imme¬ 
diately  be  given  notice  of  both  the 
amount  of,  and  the  reasons  for,  the 
charge.  The  participant  should  be 
promptly  assessed  the  amount  in  order 
to  make  good  the  charge  against  its 
clearing  fund  deposit. 

With  respect  to  further  assessing  a 
clearing  agency  participant  to  cover 
losses,  the  Commission  is  considering 
requiring  that  a  clearing  agency’s 
rules  provide  for  a  maximum  assess¬ 
ment  which  is  fixed  by  the  clearing 
agency’s  rules  in  order  that  at  any 
given  time  a  participant  can  ascertain 
his  maximum  potential  liability.  These 
limitations  must  be  determined, 
among  other  things,  in  light  of  the 
clearing  agency’s  risks  in  its  oper¬ 
ations,  the  size  of  its  clearing  fund  and 
other  factors. 

B.  STANDARD  OF  CARE 

The  Commission  also  stated  in  the 
Release  that  the  rules  of  every  clear¬ 
ing  agency  should  provide  that,  except 
for  securities  delivered  through  the 
clearing  agency  to  a  participant  for 
which  the  participant  has  not  made 
payment  to  the  clearing  agency,  or  se¬ 
curities  pledged  by  a  participant 
through  the  clearing  agency,  the 
clearing  agency  must  promptly  deliver 
securities  in  its  custody  to,  or  as  di¬ 
rected  by,  the  participant  for  whom 
they  are  held.  The  Commission  stated 
further  that,  consistent  with  its  rules, 
a  clearing  agency  should  ensure  that 
any  sub-custodian  holding  the  clearing 
agency’s  securities  would  deliver  the 
securities  to,  or  as  directed  by,  the 
clearing  agency  and  otherwise  have 
the  financial  and  operational  capabili¬ 
ty  to  perform  its  obligations.  However, 
neither  a  clearing  agency  nor  its  sub¬ 
custodian  would  be  required  to  deliver 
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securities  in  contravention  of  any 
notice  of  levy,  seizure,  or  similar 
notice,  or  order  or  judgement,  issued 
or  directed  by  a  governmental  agency 
or  court,  or  officer  thereof,  having  ju¬ 
risdiction  over  such  clearing  agency  or 
sub-custodian,  which  on  its  face  af¬ 
fects  the  securities  held  for  the  clear¬ 
ing  agency’s  participant  or,  in  the  case 
of  a  sub-custodian,  for  the  clearing 
agency. 

In  addition  to  providing  that  the 
clearing  agency  may  not  at  any  time 
refrain  from  delivering  a  participant’s 
securities  to  or  as  directed  by  the  par¬ 
ticipant,  the  Commission  stated  that 
the  rules  of  a  clearing  agency  should 
provide  that  it  is  liable  to  the  partici¬ 
pant  for  a  failure  to  deliver  the  par¬ 
ticipant’s  securities  resulting  from:  (a) 
The  negligence  or  misconduct  of  the 
clearing  agency,  the  clearing  agency’s 
subcustodian  or  agent,  or  any  of  their 
respectlve  agents  or  employees;  (b)  the 
placement,  on  fully-paid  for  partici¬ 
pant’s  securities  or  participant’s  cash 
balances  held  by  the  clearing  agency, 
of  any  lien  or  charge  of  any  kind  in 
favor  of  the  clearing  agency,  the  clear¬ 
ing  agency’s  subcustodian  or  agent,  or 
any  person  claiming  through  any  one 
or  more  of  them;  (c)  a  larceny;  (d)  a 
mysterious  disappearance  or  (e)  any 
other  cause  for  which  the  clearing 
agency  has  assumed  responsibility.** 
The  Commission  stated  that  it  would 
expect  clearing  agencies  to  ensure  that 
the  obligations  of  their  subcustodians 
and  agents  to  return  securities  held 
for  the  clearing  agencies  would  paral¬ 
lel  the  clearing  agencies’  obligations  to 
return  securities  held  for  participants. 
Also,  the  Commission  expressed  the 
belief  that,  in  order  to  encourage  indi¬ 
rect  participation  in  a  national  clear¬ 
ing  and  settlement  system,  the  clear¬ 
ing  agency  rules  should  permit  subro¬ 
gation  of  any  indirect  participant  to 
any  claims  its  conduit  direct  partici¬ 
pant  might  have  against  a  clearing 
agency  arising  out  of  the  deposit  of 
the  indirect  participant’s  securities. 

The  Commission  requested  comment 
on  the  level  of  liability  which  should 
attach  to  a  clearing  agency’s  obliga¬ 
tion  to  return  securities  held  for  its 
participants,  the  appropriateness  of 
requiring  that  any  level  of  liability  as¬ 
sumed  by  a  clearing  agency  with  re¬ 
spect  to  its  participants  be  paralleled 
by  the  level  of  liability  assumed  with 
respect  to  the  clearing  agency  by  its 
sub-custodian  or  agent  and  the  need  to 
subrogate  indirect  participants  in 
clearing  agencies  to  the  rights  of  their 
conduit  direct  participants. 

“In  the  Release,  the  Commission  noted 
that  while  the  rules  of  clearing  agencies  cur¬ 
rently  provide,  without  qualification,  for 
the  return  to  participants  of  securities  held 
for  them  by  the  clearing  agencies,  the  level 
of  liability  which  a  clearing  agency  would 
have  for  failure  to  return  a  participant’s  se¬ 
curities  has  not  been  determined  to  date. 


With  respect  to  the  Commission’s 
proposed  standards  relating  to  the  li¬ 
ability  of  a  clearing  agency  to  its  par¬ 
ticipants  for  securities  held  by  it,  one 
commenter  wrote  that  there  was  no 
need  for  any  Commission  action  with 
regard  to  level  of  liability,  because  re¬ 
sponsibilities  of  clearing  agencies  are 
adequately  spelled  out  under  their 
rules  and  agreements,  and  applicable 
state  laws.  Another  maintained  that  in 
a  competitive  environment  liability 
can  be  apportioned  between  the  clear¬ 
ing  agencies  and  their  users  by  factors 
in  the  marketplace  and  reflected  in 
the  price  of  services,  that  management 
must  retain  the  discretion  to  make  the 
determinations  with  respect  to  subro¬ 
gation  of  indirect  participants  and 
that  the  issue  of  subrogation  is  not  a 
matter  of  federal  securities  laws. 

One  commenter  noted  that  the  pro¬ 
posal  requires  clearing  agencies  to 
assume  more  liability  than  any  other 
custodian  of  which  it  knew.  He  added 
that  the  standard  would  not  require 
any  showing  that  participants  have 
sustained  any  damage  as  a  conse¬ 
quence  of  common  law  principles 
which  define  the  liability  of  clearing 
agencies  as  that  of  a  bailee  for  hire.  In 
addition,  he  noted  that  the  proposal 
did  not  specifically  exclude  liability 
with  respect  to  losses  which  a  typical 
blanket  bond  excludes  from  coverage; 
thus  leaving  some  question  as  to 
whether  a  clearing  agency  might 
become  liable  without  insurance  cover¬ 
age.  It  was  suggested  that  a  balance  be 
struck  between  the  benefits  to  those 
participants  that  might  otherwise 
suffer  losses  and  the  additional  risks 
and  costs  upon  all  participants  that 
would  result  from  the  assumption  of 
greater  liability  by  clearing  agencies. 
According  to  this  commenter,  econom¬ 
ics  do  not  support  the  standard  nor 
has  a  need  for  it  been  demonstrated. 
In  addition,  the  commenter  noted  that 
other  regulators  would  possibly  adopt 
similar  standards,  which  could  prolong 
controversy  and  delay  institutional  ac¬ 
ceptance  of  depositories.  The  com¬ 
menter  did  not  object  to  the  subroga¬ 
tion  proposal. 

One  commenter  indicated  that  clear¬ 
ing  agencies  should  be  completely  re¬ 
sponsible  for  the  delivery  of  fully-paid 
securities,  with  the  only  exceptions 
being  uninsurable  catastrophies  such 
as  war  or  earthquake.  He  also  com¬ 
mented  that  third  parties  should  be 
permitted  to  be  subrogated  to  the 
claims  of  direct  participants. 

One  commenter  stated  that  it  views 
its  liability  to  return  fully-paid  securi¬ 
ties  as  absolute.  The  commenter,  how¬ 
ever,  stated  that  extension  of  a  clear¬ 
ing  agency’s  liability  to  indirect  par¬ 
ticipants  regarding  the  return  of  fully- 
paid  securities  is  inappropriate  and 
that  there  was  no  purpose  in  placing 
the  agency  in  the  middle  of  a  dispute 
between  a  defaulting  participant  and 
his  correspondents. 


One  commenter  opposed  the  stan¬ 
dard,  commenting  that  there  was  no 
persuasive  reason  why  depositories 
should  assume,  as  the  proposal  sug¬ 
gests,  a  level  of  responsibility  that  ex¬ 
tends  beyond  that  of  a  bailee  for  hire. 
Another  cautioned  that  such  subroga¬ 
tion  requirements  will  encourage  liti¬ 
gation  and  place  clearing  agencies  in  a 
position  of  having  to  defend  them¬ 
selves  against  litigants  with  whom 
they  have  no  direct  relationship  and 
who  could  harass  them  with  ground¬ 
less  suits. 

Finally,  with  respect  to  the  proposal 
that  clearing  agencies  ensure  that  the 
obligations  of  their  sub-custodians  and 
agents  be  parallel  to  that  of  the  clear¬ 
ing  agency  to  its  participants,  some 
clearing  agencies  questioned  the  need 
for  such  a  requirement.  One  com¬ 
menter,  for  example,  stated  that  clear¬ 
ing  agencies  have  limited  ability  to  ne¬ 
gotiate  such  a  provision  when  the  sub¬ 
custodian/agent  has  no  legal  obliga¬ 
tion  (regulatory  or  otherwise)  to 
assume  that  degree  of  liability,  and 
that  as  a  consequence,  the  clearing 
agency  could  lose  important  services 
of  its  sub-custodians.  This  commenter 
added  that  such  a  standard  could  be 
implemented  only  after  substantial 
lead  time  (such  as  a  year)  to  allow  re¬ 
negotiation  of  agreements  with  the 
sub-custodians. 

With  respect  to  the  obligations  of 
the  clearing  agency  to  return  the  secu¬ 
rities  of  participants,  the  Commission 
continues  to  believe  that  except  in  the 
circumstances  set  forth  in  the  Release 
relating  to  payment  for  securities, 
pledged  securities  or  judicial  or  gov¬ 
ernment  order,  the  clearing  agency 
must  promptly  deliver  securities  in  its 
custody  to  or  as  directed  by  the  par¬ 
ticipant  for  whom  they  are  held.  Fur¬ 
thermore,  the  clearing  agency  should 
ensure  that  any  sub-custodians  hold¬ 
ing  the  clearing  agencies’  securities 
will  deliver  the  securities  to  or  as  di¬ 
rected  by  the  clearing  agency.  The 
Commission  believes  that  the  clearing 
agency  using  such  a  sub-custodian 
should  require  that  the  sub-custodian 
have  adequate  financial  and  oper¬ 
ational  capability  and  insurance  to 
enable  it  to  perform  its  obligations  to 
the  clearing  agency. 

Additionally,  the  Commission  is  con¬ 
sidering  requiring  that  the  rules  of  a 
clearing  agency  provide  that  it  is  liable 
to  the  participant  for  a  failure  to  de¬ 
liver  the  participant’s  securities  result¬ 
ing  from:  (a)  The  negligence  or  mis¬ 
conduct  of  the  clearing  agency,  the 
clearing  agency’s  sub-custodian  or 
agent,  or  any  of  their  respective 
agents  or  employees;  (b)  the  place¬ 
ment,  on  fully-paid  for  participant’s 
securities  or  participant’s  cash  bal¬ 
ances  held  by  the  clearing  agency,  of 
any  lien  or  charge  of  any  kind  in  favor 
of  the  clearing  agency,  the  clearing 
agency’s  sub-custodian  or  agent,  or 
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any  person  claiming  through  any  one 
or  more  of  them;  (c)  a  larceny;  (d)  a 
mysterious  disappearance;  or  (e)  any 
other  cause  for  which  the  clearing 
agency  has  assumed  responsibility. 

VI.  Participant  Charges 

Section  17A(b)(3)(E)  of  the  Act  re¬ 
quires  a  determination  that 

[tlhe  rules  of  the  clearing  agency  do  not 
impose  any  schedule  of  prices,  or  fix  rates 
or  other  fees,  for  services  rendered  by  its 
participants. 

The  provision  precludes  a  clearing 
agency  from  imposing  schedules  of 
prices  or  fixing  minimum  rates  or 
charges  for  services  which  its  partici¬ 
pants  render  to  others. 

VII.  Equitable  Allocation  of  Reason¬ 
able  Dues,  Fees  and  Other  Charges 

Section  17A(b)(3)(D)  of  the  Act  re¬ 
quires  a  determination  that 

[tlhe  rules  of  the  clearing  agency  provide 
for  the  equitable  allocation  of  reasonable 
dues,  fees,  and  other  charges  among  its  par¬ 
ticipants. 

The  Release  indicated  that  currently 
in  determining  the  fees  to  be  charged 
to  participants  for  clearing  agency  ser¬ 
vices,  many  clearing  agencies  consider, 
in  addition  to  cost  of  services,  the 
benefits  participants  receive  from  ser¬ 
vices,  and  the  need  to  subsidize  certain 
services  in  order  to  encourage  partici¬ 
pation  in  a  registered  clearing  agency. 
In  the  Release  the  Commission  stated 
that  it  did  not  believe  that  a  clearing 
agency  fee  structure  or  individual  fee 
may  properly  be  a  substantial  burden 
on,  or  act  as  a  subsidy  to,  a  particular 
category  of  participants,  and  stated 
further  that  it  was  not  opposed  to  con¬ 
sidering  clearing  agency  fee  schedules 
as  a  package  in  determining  whether 
reasonable  fees  have  been  allocated 
equitably  among  participants.  In  the 
Release,  the  Commission  indicated 
that  it  generally  believes  that  fees 
should  be  based  on  costs  of  services 
provided. 

The  Commission  stated  that  it  was 
considering  requiring  that  prior  to  im¬ 
posing  any  dues,  fees  or  other  charges 
for  services  rendered  to  participants, 
clearing  agencies  advise  their  partici¬ 
pants  of  (i)  the  unit  cost  attributable 
to  .the  service  (ii)  the  basis  and  method 
used  in  determining  the  unit  cost  and 
(iii)  an  explanation  of  determinations 
made,  and  justifications  used  in  arriv¬ 
ing  at  the  fee. 

In  the  Release,  the  Commission  rec¬ 
ognized  that  the  need  to  develop  a  na¬ 
tional  clearing  system  may  in  some  cir¬ 
cumstances  warrant  clearing  agency 
fee  structures  under  which  clearing 
agency  participants  in  different  loca¬ 
tions  are  charged  the  same  fees  for 
clearing  agency  services  regardless  of 
the  differences  in  the  clearing  agen¬ 
cy’s  costs  of  providing  the  service  to 


different  locations."  Nevertheless,  the 
Commission  requested  comment  as  to 
whether  clearing  agency  participants 
in  different  locations  should  be 
charged  the  same  fees  for  the  same 
clearing  agency  services  or  whether 
different  categories  of  clearing  agency 
participants  should  be  charged  differ¬ 
ent  fees  for  the  same  services.  In  par¬ 
ticular,  the  Commission  asked  wheth¬ 
er  registered  clearing  agencies  partici¬ 
pating  in  other  registered  clearing 
agencies  should  be  charged  the  same 
fees  as  other  participants,  or  whether 
the  purposes  of  the  Act,  including  the 
establishment  of  a  national  system,  re¬ 
quire  that  registered  clearing  agencies 
pay  fees  different  from  those  charged 
other  participants  or  pay  no  fees  at 
all. 

The  comments  received  on  these 
issued  generally  questioned  the  Com¬ 
mission’s  authority  to  prescribe  fees 
for  registered  clearing  agencies.  Like¬ 
wise,  although  some  commenters  ex¬ 
pressed  general  agreement  with  the 
concept  that  fees  for  services  reflect 
the  cost  of  providing  the  services, 
clearing  agencies  rejected  the  prospect 
of  the  Commission  imposing  any  phi¬ 
losophy  as  to  the  setting  of  fees  and 
insisted  that  the  ultimate  judgment  as 
to  fees  should  be  exercised  by  the 
Board  of  Directors.  While  some  com¬ 
menters  favored  the  concept  of  charg¬ 
ing  clearing  agency  participants  in  dif¬ 
ferent  locations  the  same  fee  for  the 
same  services,  others  opposed  it. 

With  respect  to  the  Commission’s 
proposal  requiring  clearing  agencies  to 
send  their  proposed  fee  changes  to 
participants  before  submitting  them 
to  the  Commission,  the  response  was 
also  generally  negative.  Those  who 
oppose  prior  submission  claimed  that 
such  a  procedure  would  impose  an  un¬ 
reasonable  burden  on  clearing  agen¬ 
cies  and  result  in  considerable  delays 
in  changing  fees.  The  opponents  cited 
the  expedited  procedure  provided  in 
section  19(b)(3)(A)  of  the  Act  for  im¬ 
plementing  fees  and  stated  that  these 
requirements  would  destroy  the  bene¬ 
fits  of  that  section  by  imposing  inordi¬ 
nate  delays  on  fee  changes.  The  com¬ 
menters  expressed  the  belief  that  the 
comment  periods  provided  by  Rule 
19b-4  will  give  adequate  notice  and  op¬ 
portunity  for  comment  by  partici¬ 
pants.  They  maintained  that  the  pres¬ 
sures  of  competition  among  clearing 
agencies  will  serve  to  regulate  fees, 
and  that  to  the  extent  a  participant 
feels  that  fees  are  inequitable  or  dis¬ 
criminatory,  it  may  seek  review  by 
that  clearing  agency  or  the  Commis¬ 
sion. 

The  Commission  has  reviewed  the 


"See,  e.g.  “Order  Granting  Registration 
and  Statement  of  Reasons  In  the  Matter  of 
the  Application  of  the  National  Securities 
Clearing  Corporation  for  Registration  as  a 
Clearing  Agency,”  Securities  Exchange  Act 
Release  No.  13163  (January  13, 1977). 


comments  received  and  has  deter¬ 
mined  that  at  the  present  time  it  will 
not  require  that  clearing  agencies  send 
fee  changes  to  their  participants 
before  submitting  them  to  the  Com¬ 
mission  nor  will  it  require  a  schedule 
setting  forth  unit  costs  and  other  mat¬ 
ters.  The  Commission  expects,  howev¬ 
er,  that  in  instances  of  significant  fee 
changes  a  clearing  agency’s  partici¬ 
pants  will  be  apprised  of  such  changes 
and  the  underlying  reasons  therefor, 
and  that  participants  will  be  allowed 
to  give  their  views  as  to  the  determina¬ 
tions  affecting  fees.  With  respect  to 
fee  schedules  in  general,  the  Commis¬ 
sion  has  a  duty  to  ensure  that  fees 
charged  by  clearing  agencies  are  rea¬ 
sonable  and  are  allocated  among  par¬ 
ticipants  on  an  equitable  basis  in  ac¬ 
cordance  with  the  Act,  and  among 
other  things,  do  not  impose  any 
burden  on  competition  not  necessary 
or  appropriate  in  furtherance  of  the 
purposes  of  the  Act.  In  the  exercise  of 
this  duty,  the  Commission  intends  to 
respond  to  any  charges  that  fees  vio¬ 
late  these  principles." 

VIII.  The  National  System 

In  response  to  the  Commission’s  in¬ 
quiry  concerning  what  securities  issues 
should  be  included  in  the  book  entry 
portion  of  a  national  clearing  and  set¬ 
tlement  system,  some  commenters  re¬ 
sponded  that  all  securities  should  ulti¬ 
mately  become  eligible;  others  indicat¬ 
ed  eligibility  should  be  determined  in 
part  by  the  volume  of  trading,  number 
of  stockholders  and  float  in  a  particu¬ 
lar  security— the  greater  the  volume, 
the  greater  should  be  the  need  for  in¬ 
clusion  in  a  national  clearing  system. 
One  commenter  indicated  that  bond 
transactions  should  be  eligible  for  in¬ 
clusion  in  a  national  system.  Another 
commenter  indicated  that  all  New 
York  Stock  Exchange  and  American 
Stock  Exchange  issues,  over-the- 
counter  issues  currently  cleared  by  Na¬ 
tional  Clearing  Corp.  in  its  continuous 
net  settlement  system,  and  all  primary 
securities  on  regional  exchanges 
should  be  eligible. 

With  respect  to  the  Commission’s  in¬ 
quiry  concerning  the  extent  and 
manner  in  which  registered  clearing 
agencies  should  facilitate  settlement 
between  brokers  and  dealers  and  their 
institutional  customers,  several  com¬ 
menters  were  in  favor  of  developing  a 
national  system  which  could  provide 
settlement  among  brokers  and  dealers 
and  their  institutional  customers. 

One  commenter  indicated  it  has  en¬ 
couraged  institutions  to  become  direct 
depository  members  and  has  estab¬ 
lished  an  institutional  settlement  ser- 


"The  matter  of  fees  charged  by  one  clear¬ 
ing  agency  to  another  clearing  agency 
acting  as  a  participant  or  interfacing  with 
another  clearing  agency  is  not  a  subject  of 
this  release,  but  will  be  considered  in  a  sepa¬ 
rate  release. 
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vice.  The  commenter  noted  it  has  im¬ 
plemented  an  institutional  delivery 
system  which  is  linked  to  a  continuous 
net  settlement  system  for  institutions 
which  may  wish  to  use  it.  Another 
commenter  indicated  it  has  persuaded 
local  banks  to  join  its  depository  and 
deposit  securities  for  settlement  with 
brokers. 

In  connection  with  facilitating  set¬ 
tlement  between  brokers  and  dealers 
and  their  institutional  customers,  one 
commenter  believed  that  institutional 
investors  should  have  access,  either  di¬ 
rectly  or  through  an  agent,  to  the  na¬ 
tional  clearing  and  settlement  system, 
and  that  there  should  be  standard  de¬ 
livery  hours  for  security  deliveries 
against  payment  to  banks  acting  as 
agent  for  their  institutional  custom¬ 
ers,  after  inter-broker  deliveries  have 
been  made,  in  order  to  speed  the  deliv¬ 
ery  of  securities  to  the  buyer.  Another 
commenter  suggested  that  the  nation¬ 
al  system  could  be  expanded  to  accom¬ 
modate  institutional  transactions  by 
the  establishment  of  a  national  insti¬ 
tutional  settlement  system. 

With  respect  to  the  development  of 
a  national  system,  one  commenter  sug¬ 
gested  that:  (i)  Withdrawal  of  physical 
certificates  from  the  national  clearing 
and  depository  system  be  prohibited 
or  seriously  restricted;  (ii)  all  trades  in 
all  active  securities  be  required  to  be 
compared  through  a  member  of  the 
national  system;  and  (ill)  clearing 
agencies  be  required  to  adopt  uniform 
standards  and  procedures.  In  this  con¬ 
nection,  one  commenter  emphasized 
that  the  Commission  must  encourage 
cooperation  among  clearing  agencies 
and  maintain  a  constant  vigilance  and 


alertness  to  potential  and  actual  lack 
of  cooperation.  Another  commenter 
emphasized  that  for  a  true  national 
system  to  develop  there  is  a  need  to 
eliminate  interface  fees  by  New  York 
clearing  and  depository  entities. 

The  Commission  will  deal  with  these 
comments  during  the  course  of  the  de¬ 
velopment  of  a  national  system,  and 
use  its  authority  to  increase  the 
number  of  eligible  securities,  encour¬ 
age  institutional  and  broker-dealer  set¬ 
tlement  and  facilitate  interface  in  a 
national  system. 

IX.  Other  Matters 

Section  17A(b)(3)(F)  of  the  Act  pro¬ 
vides  that  the  rules  of  the  clearing 
agency  must  not  be  designed  “to  regu¬ 
late  by  virtue  of  any  authority  con¬ 
ferred  by  (the  Act)  matters  not  related 
to  the  purposes  of  (section  17A  of  the 
Act)  or  the  administration  of  the 
clearing  agency.”  In  connection  with 
the  registration  of  clearing  agencies 
the  Commission  intends  to  review  all 
clearing  agency  rules  to  ensure  that 
they  are  in  accord  with  the  foregoing 
objective. 

It  should  be  noted  that  a  number  of 
specific  matters  have  been  raised  by 
individual  clearing  agencies  which  are 
not  addressed  in  this  Release  but  will 
be  handled  with  each  clearing  agency 
on  a  case-by-case  basis. 

Section  17A(b)(l)  of  the  Act  gives 
the  Commission  authority  to  exempt 
any  clearing  agency  or  class  of  clear¬ 
ing  agencies  from  any  provision  of  the 
Act  or  the  rules  thereunder.  By  using 
this  authority,  as  necessary,  and  by 
exercising  reasonable  discretion  in 
making  the  determinations  required  in 


section  17A(b)(3)  (AMI),  the  Commis¬ 
sion  will  be  able  to  make  the  statutory 
determinations,  using  the  standards 
that  finally  emerge,  in  light  of  the 
characteristics  of  each  clearing 
agency,  the  structure  of  the  clearing 
agency  community  and  the  objectives 
set  forth  in  section  17A. 

The  Commission  has  consulted  and 
requested  the  views  of  the  other  ap¬ 
propriate  regulatory  agencies  involved 
in  the  regulation  of  clearing  agencies 
prior  to  publishing  the  proposed  stan¬ 
dards  for  the  registration  of  clearing 
agencies. 

All  interested  persons  are  invited  to 
submit  written  data,  views  and  argu¬ 
ments  concerning  the  proposed  stan¬ 
dards  on  or  before  April  24, 1978.  Such 
written  data,  views  and  arguments  will 
be  considered  by  the  Commission  in 
formulating  final  standards  for  review 
of  clearing  agency  applications  for  reg¬ 
istration.  Persons  desiring  to  make 
written  submissions  should  file  three 
copies  thereof  with  the  Secretary  of 
the  Commission,  Securities  and  Ex¬ 
change  Commission,  500  North  Capitol 
Street,  Washington,  D.C.  20549.  Refer¬ 
ence  should  be  made  to  File  No.  S7- 
699. 

Copies  of  all  written  comments  will 
be  available  for  inspection  at  the  Secu¬ 
rities  and  Exchange  Commission’s 
Public  Reference  Room,  1100  L  Street 
NW.,  Washington,  D.C.  20006. 

By  the  Commission. 

George  A.  Fitzsimmo  ns, 
Secretary. 

March  6, 1978. 

[FR  Doc.  78-6333  Filed  3-9-78;  8:45  am) 
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